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WAR AND POSTWAR DEVELOPMENTS 
IN THE GERMAN TAX SYSTEM 


MABEL NEWCOMER * 


_ yields in Germany in 1946-47 
were for the most part sufficient 
to balance budgets. In view of the dis- 
organized state of the German economy, 
and the turnover in government per- 
sonnel, this financial achievement came 
as a surprise even to those who set 
balanced budgets as their goal. It is 
true that many normal government 
activities have not yet been resumed at 
former levels, and that Germany is 
spared the cost of a military establish- 
ment. On the other hand occupation 
costs are heavy, and most of these do 
not contribute directly to the welfare of 
the German population. Direct occu- 
pation costs and occupation-induced 
costs, such as support of displaced per- 
sons, refugees, and expellees, amounted 
to two-fifths of the expenditures of 
Land governments in the United States 
Zone in 1946-47. It is estimated that 


* The author, who is professor of economics at 
Vassar College, served as Chief Consultant on Taxa- 
tion for the Finance Division of Military Govern- 
ment in Germany and was a member of the quadri- 
Partite taxation committee from November, 1946, 
through August, 1947. 





for Germany as a whole the proportion 
is higher—perhaps 50 per cent. Even 
when local government expenditures are 
included in the total it seems probable 
that at least 40 per cent of government 
costs were occupation and occupation- 
induced costs in this year.’ 


Another factor that suggests that the 
German tax burden is unusually heavy 
is the extremely low living standards 
now prevailing. Real income is esti- 
mated to be approximately 40 per cent 
of its 1939 level.? In spite of this low 


1 Figures for revenues and expenditures of the 
U. S. Zone are from the Office of Military Govern- 
ment for Germany (U. S.), Report of the Military 
Governor, 1 July 1946—30 June 1947, no. 24. Data 
for other zones are incomplete and from a variety 
of sources, but these proportions are believed to be 
approximately correct. 


2 Deutsches Institut fiir Wirtschaftsforschung, Die 
Deutsche Wirtschaft Zwei Jabre Nach dem Zusam- 
menbruch, p. 269. The division of Germany into 
zones, as well as the breakdown of former statistical 
services, make exact estimates impossible. This 
source is believed to be the most reliable available. 
The Institut has a staff of able economists and its 
location in‘ Berlin gives it a material advantage over 
organizations elsewhere in obtaining information. 
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level of production, tax collections 
amounted to about 36 per cent of the 
gross national product. In the United 
Kingdom, where per capita real income 
was at approximately its prewar level in 
1946, and clearly higher than real in- 
come in Germany, taxes amounted to 
32 per cent of the gross national prod- 
uct. And in the United States, with 
still higher standards of living, taxes— 
Federal, state, and local—amounted to 
28 per cent of the gross national prod- 
uct in this same year.® 

The level of German taxes today is 
the result of Allied Control Authority 
legislation. But the basic tax law has 
not been greatly changed. Conse- 
quently, it is necessary to outline some 
of the war and prewar developments in 
German taxes in order to evaluate the 
present system. 


Development of the German Tax 
System Under the Nazi Government 


Two important changes were made 
by the Nazi government in the German 


tax system. The first was to accelerate . 


the process of centralization of taxes. 
The second was to introduce many tax 
concessions for favored groups, accom- 
panied by special taxes on persecuted 
groups. 

Centralization of the tax system 
started long before the Nazi regime, as 
the inevitable consequence of increasing 
centralization of government functions. 
Policies under the Nazi government in- 
troduced no sharp break with earlier 
developments. 


The only important taxes levied by 


3 Data for the United Kingdom from National 
Income and Expenditure of the United Kingdom, 
1936 to 1946, Cmd. 7099, 1947. Data for the 
United States from National Income Supplement to 
the Survey of Current Business, July, 1947. 
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the German central government in its 
early history were customs duties and a 
few excises. The revenues from these 
sources were supplemented by requisi- 
tions on the Laender. With the de- 
velopment of a costly armaments pro- 
gram these revenues proved inadequate 
and were supplemented by new imperial 
taxes. Thus the tendency for the cen- 
tral government to take over tax sources, 
at the expense of the Laender, was ap- 
parent even before World War I. 


The cost of World War I proved a 
heavy drain on the depleted resources 
of the country, and the resulting finan- 
cial crisis led to the adoption of a highly 
centralized tax system under the 
Weimar Constitution. Personal and 
corporation income taxes, the turnover 
tax, and taxes on tobacco and beer be- 
came important Reich taxes, together 
with many lesser sources of revenue. 


The only important taxes remaining 
to Laender and local governments as in- 
dependent sources were the local trade 
and real estate taxes and a new tax on 
rentals, which was introduced as a tem- 
porary measure to equalize losses from 
inflation. 

Land and local governments were rec- 
ompensed for losses from former tax 
sources taken over by the Reich with a 
generous share of the proceeds of these 
centrally administered taxes. But as 
Reich needs grew the local share was 
reduced, and with World War II the 
Reich took over most of the remaining 
taxes. By 1943 the Laender were left 
with no independent taxes of any im- 
portance, and the communes had only 
the real estate tax and a few minor 
levies, such as the entertainment and 
dog taxes. 


These changes were not entirely a 
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reflection of the tendency in Germany 
and elsewhere to centralize government 
functions. They were also a part of 


over in 1943. 
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and the trade tax and rentals tax, taken 
Without these, Reich 
collections would at no time have been 


TABLE 1 
Tax REVENUES COLLECTED AND SPENT BY REICH AND LocaL GOVERNMENTS FOR SELECTED YEARS 

















Fiscal Collections Allocations 

isca 

Year Total hid 3 ee Total Rech eee 

Million Marks 

| A ee 4,046 1,631 2,415 4,046 1,631 2,415 

1928-29 ........ 13,339 9,023 4,316 13,339 5,610 7,729 

ie 18,681 14,672 4,009 18,681 11,870 6811 

1943-44 ........ 40,000 38,000 2.000 40,000 30,600 9,400 
Percentage Distribution 

. aa 100 40.3 59.7 100 403 59.7 

1928-29 ........ 100 67.6 32.4 100 42.1 57.9 

Ee Cah ess 100 78.5 21.5 100 63.5 36.5 

1943-44 ........ 100 95.0 5.0 100 76.5 25.4 





aData from Statistisches Jahrbuch, except for 1943-44. 


1943-44 Reich taxes from Die 


Deutsche Wirtschaft, op. cit., p. 199. Local taxes estimated. 


deliberate Nazi policy to weaken the 
Laender. The communes continued to 
exercise a small measure of financial in- 
dependence. The extent of this cen- 
tralization is shown in Table 1. 


Comparative War Tax Levies: Ger- 
many, Great Britain, and the United 
States 


Total taxes for all levels of govern- 
ment increased from 22.9 billion RM to 
49.1 billion RM between 1938 and 
1942, the peak year of tax collections. 
This peak was reached only because the 
rentals tax (Gebaudeentschuldungs- 
steuer) was terminated in this year with 
a levy of ten times the annual tax. 
Without this special levy, collections 
would have been 41.1 billions, less than 
double the prewar yield. Part of the 
increase in Reich taxes came from tak- 
ing over former local levies, notably the 
citizen tax (Buergersteuer), which was 
merged with the income tax in 1942, 


double the prewar peak. Annual col- 
lections are given in Table 2. 


Germany had one advantage not 
shared by the Allies during this period, 
namely, substantial revenues from oc- 
cupied territories. Most of the gain 
came from direct support of the army, 
but goods and workers were also shipped 
into Germany, and for Poland and 
Czechoslovakia cash contributions were 
made to the German budget. The 
actual cash contributions were small, 
but the. direct support of the army was 
an important item in some years. Exact 
figures are not available, but estimates 
from incomplete data indicate that they 
amounted to between one-fifth and 
one-fourth of all net revenues. Even 
with this aid only 44 per cent of Reich 
expenditures were covered in 1943-44. 
Taxes alone amounted to only 25 per 
cent of the total costs. 


In the six years 1939 to 1945 Reich 
tax collections amounted to 26 per cent 
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of Reich expenditures. In the same 
period British national tax collections 
equalled 61 per cent of national expen- 
ditures.* For the United States in the 
four years of the war period, 1941-42 
to 1944-45, taxes covered 40 per cent 


TABLE 2 


Reicu, Lanp, AND Locat Tax REeEcerpts, 
1938/9 To 1946/7 














(Billion RM) 
Year __Reich Taxes® Land» Local» Totai 
Regular Special 
1938/9 17.7 ee 08 44 22.9 
1939/40 236 _ 7 48 29.1 
1940/1 27.2 Aa 8 52 33.2 
1941/2 32.3 .. 8 5.7 38.8 
1942/3 34.7 8.0 6 58°¢ 49.1 
1943/4 37.9 Jl 2.04 40.0 
1944/5e 27.7 2.0 29.7 
1945/6 10.0 aa 12.7 
1946/7£ 21.0 3.0 24.0 





@U. §. Military Government, Economics Di- 
vision, Statistical Handbook of Germany, 
through 1943/44. 1944/45 to present estimated 
on basis of incomplete data. 


b Hansestaedte included in local. Data from 
Kehl, in Karteiblatt der Statistischen Prazis, 
July, 1947, through 1943/44, except for changes 
explained in notes c and d below. 


¢ Reduced by 4 billion RM because of dis- 
continuance of citizen tax (Buergersteuer). 


4 Reduced by .7 billion RM because of dis- 
continuance of citizen tax (Buergersteuer), and 
3.6 billion RM because of transfer of trade tax 
(Gewerbesteuer) to Reich. 


¢Estimated on basis of incomplete data. 
Budget figures were much higher. 


fComplete data available only for U. S. and 
British Zones. Figures for other zones esti- 
mated. 
of expenditures. In the last year of 
the war, tax collections rose to 65 per 
cent of expenditures in Great Britain, 
and 43 per cent in the United States. 
In Germany, on the contrary, they fell 
to 16 per cent in this year. 





4 This percentage would be somewhat smaller—s3 
per cent—if Lend-Lease, which assisted the British in 
somewhat the same way as levies on occupied nations 
assisted the Germans, were to be included in British 
expenditures. This, however, has been included in 
the United States expenditures. 
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These figures indicate that Germany 
did not make the same effort to cover 
costs from taxes that other countries 
made during the war. This conclusion 
is further substantiated by comparisons 
of tax increases in these countries. In 
1943-44 Reich tax collections were a 
little more than double collections in 
1939-40. British taxes more than 
tripled in this period and the United 
States Federal taxes increased more than 
sevenfold. 

In making these comparisons it must, 
of course, be kept in mind that the 
German tax level was comparatively 
high in the prewar period. Taking the 
overall tax figures for the war period, 
for all levels of government, they 
amounted to 30 per cent of the total 
national product in the United King- 
dom, 21 per cent in Germany, and 20 
per cent in the United States.° This 
suggests that Germany fell short of the 
United Kingdom in tax effort, but not 
of the United States. 

Comparing individual tax rates, the 
German personal income tax rate 
reached a maximum of 67 per cent, as 
compared with 94 per cent in the 
United States, and 97.5 per cent in the 
United Kingdom. The personal ex- 
emption, on the other hand, was lower. 
The inheritance tax reached a maximum 
rate of only 60 per cent, as compared 
with 85 per cent in the United King- 
dom, and 77 per cent (not including 
state levies) in the United States. 

The normal tax on corporations was 
55 per cent in both Germany and the 





5 Data for the United Kingdom from Cmd, 7099, 
op. cit.; for the United States from ‘National Income 
Supplement, op. cit.; for Germany from Die Deutsche 
Wirtschaft, op. cit, 
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United Kingdom (for the United King- 
dom this includes the “ National De- 
fense Contribution ” but not the excess 
profits duty). It was 40 per cent in 
the United States. Excess profits taxes 
in Germany reached 85 per cent (55 
per cent normal plus 30 per cent excess 
profits tax) compared with 95 per cent 
in the United States and 100 per cent in 
Great Britain.” 

The German tax on_ cigarettes 
amounted to about two-thirds of the 
retail price. That’in the United States 
amounted to from one-half to two- 
thirds, depending on price and the state 
tax. The British tax was 85 per cent. 
The German tax on spirits amounted to 
25 to 30 per cent of the retail price of 
whisky; the United States tax amounted 
to 60 to 65 per cent, exclusive of state 
taxes; and the British tax to approxi- 
mately 75 per cent. The German turn- 
over tax was heavier than the compara- 
ble British and United States taxes on 
necessities. The rates were compara- 
tively low and there were reductions for 
food; but food was not exempted and 
the tax was applied on each turnover. 
At the other end of the scale, there were 
none of the luxury taxes imposed in the 
United States and Great Britain. The 
United States had many 20 per cent 
levies and the British purchase tax was 
1673 per cent on non-essentials and 100 
per cent on luxuries. 

The differences in the structure of 
the various taxes makes exact compari- 
sons impossible, but the taxes on the 
lower income groups—taking into ac- 
count the lower income-tax exemption 





52 No provision was made for a postwar refund 
for the German tax; however, such refunds were 
provided for the United States tax (10 per cent 
of the tax) and the British tax (20 per cent). 
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and the heavier taxes on food—appear 
to have been somewhat higher in Ger- 
many than in Great Britain and were 
certainly substantially higher than in 
the United States. Taxes on the higher 
income groups, on the contrary—judg- 
ing by the maximum tax rates on in- 
come and inheritance and the luxury 
levies—appear to have been appreciably 
lower in Germany than in either Great 
Britain or the United States. Since 
these are the groups best able to pay, it 
is apparent that German taxes did not 
tap existing wealth to the same degree 
that the British taxes did. It is im- 
portant to keep ‘this in mind when 
evaluating the heavy increases of the 
postwar period. 


The Tax System Under 
the Occupying Powers 


The German tax administration con- 
tinued to function through the kst 
months of the war and the early months 
of the occupation, although collections 
dropped sharply as a result of the dis- 
ruption of industry and substantial tax 
delinquencies. 

The Potsdam Agreement laid the 
basis for uniform taxes. Paragraph 14 
of this agreement states that “ during 
the period of occupation Germany shall 
be treated as a single economic unit. 
To this end common policies shall be 
established in regard to... central taxa- 
tion and customs.” The Potsdam 
Agreement also required the abolition 
of discriminatory legislation. 

In the absence of a central German 
government, uniform taxes became the 
obligation of the Allied Control 
Authority. Existing tax laws were 
continued in force, except for the dis- 
criminatory features. Administration 
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was entrusted to Land governments, 
which also retained the revenues for 
their own use, and to meet occupation 
costs. However, the existing level of 
taxes appeared inadequate to balance 
Land budgets, and it was agreed that 
taxes should be revised upward. A 
quadripartite taxation committee was 
established for this purpose in the Fall 
of 1945, and as a result of the work of 
this committee revisions were made in 
all of the major taxes in the next few 
months. 

The first of these laws specifically 
abolished the discriminatory provisions 
in all tax laws. Other provisions of 
this law do away with the special ex- 
emptions, for purposes of income taxa- 
tion, for large families and for holding 
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Revenues under the new legisla- 
tion, compared with those in the year 
preceding, are given in Table 4. The 
extent to which yields were increased by 
legislation and the extent to which they 
were increased by growing economic 
activity cannot be accurately estimated, 
but the latter factor is important, as in- 
dicated by the increased yields of taxes 
not affected by Control Council legis- 
lation. 


Evaluation of Postwar Tax System 


Many problems of interpretation 
have arisen under these new laws. The 
committee responsible for the revisions 
did its work in a very limited period of 
time; and it did not have any complete 
codification of existing German tax law 


TABLE 3 
ALLIED Contro, AuTHoRITY Tax LAws 








No. Tax Date Passed 


Date Effective Percentage Increase 








in Rates 

12 Wage 11 Feb. 1946 1 Jan. 1946 25% and up 

12 Assessed income 11 Feb. 1946 1 Jan. 1946 35% and up 

12 Corporation 11 Feb. 1946 1 Jan. 1946 20% 

13 Property 11 Feb. 1946 1 Jan. 1946 100-400% 

14. Motor vehicle 11 Feb. 1946 1 Jan. 1946 50% 

15 Turnover 11 Feb. 1946 1 Jan. 1946 50% 

17 Inheritance 28 Feb. 1946 1 Jan. 1946 0-600% not including 
reduced exemptions 

26 Tobacco 10 May 1946 17 May 1946 230% cigarettes, cigars 
more 

27. Alcohol 10 May 1946 17 May 1946 2.314% 

27 + +~Vinegar 10 May 1946 17 May 1946 370% 

28 Beer 10 May 1946 17 May 1946 40% 

28 Matches 10 May 1946 17 May 1946 900% 

30 Sugar 20 June 1946 24 June 1946 89% 

companies. The latter measure is in available. The exact legal status of the 


support of decartelization policy. Most 
of the changes introduced by this series 
of laws consisted, however, of upward 
The basic 
structure of existing German taxes was, 
for the most part, unchanged. The 
rate increases are shown in Table 3. No 


revisions of the tax rates. 


new taxes were introduced. 


numerous Reich decrees was uncertain, 
even when the existence of the decrees 
was known. In particular, the occu- 
pying powers disagreed concerning the 
validity of decrees established for the 
‘duration of the war.” Also, in day- 
to-day administration different inter- 
pretations of the tax law appeared in the 
different zones. Some of these were 
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important. For example, the minimum 
deduction permitted for expenses under 
the wage tax in the British Zone was 
double that permitted in the other three 
zones. This became a serious problem 
in Bremen, where workers from the 
British Zone and workers from the 
American Zone are often employed in 
the same factories. Also in the British 
Zone, deductions for property taxes 
were allowed for purposes of income 
taxation that were not allowed else- 
where. On the other hand, the double 
taxation of holding companies intended 
under the new taxes was carried 


DEVELOPMENTS IN THE GERMAN TAX SYSTEM 7 


meet this difficulty were different in 
each of the four zones. 

These are, however, temporary dif_i- 
culties that can be ironed out in time, 
even with the cumbersome quadripar- 
tite machinery. The unification of the 
western zones should facilitate this 
process, at least in Western Germany. 
And if there is any failure to come to 
agreement with the Russian authorities 
concerning taxes in the Russian Zone, 
the limited amount of business that 
crosses zonal borders will minimize the 
difficulty of different taxes. The Allied 
Control Authority legislation should be 


TABLE 4 
INCREASES IN TAXES RESULTING FROM ALLIED Contro, AutTHorITY Tax Laws, U.S. Zone® 














Yield Million RM Percentage 
No. Tax 1945/46 1946/47 Increase 
(old law) (new law) in Yield 
12 ROP er ey mel Pum nae ae es 352 680 93 
12 PONE MNOS 65.5 Si cakccnckcsuonccacues 577 1,134 97 
12 Corporation (not including excess profits) 140 299 114 
13 pS Eee Sp epaenen ea eters 78 360 462 
14 SR Aer hire at teat Ste ie 16 115 619 
15 EE cs cae aeeaue esc nce tere wees fees 287 654 128 
17 ET tee Te CO ee 12 46 283 
26 Teen Aa afPtell ao. sg Go eae wt ela or oat 93 629 576 
cohol | 
97 1 Vineesr Staats ncgek eaipdeees +n giieeiees 18 38 106 
28 es Sai hk ee 112 290 159 
28 EE 6 dens g's Boe cee oe oa os ceca 4 14 250 
Tt ec aveba odie Mawes Cue dpeeecbeceaee 9 27 200 
Total: 
Taxes increased by Control Council laws ....... 1,698 4,286 152 
Taxes not increased by Control Council laws .... _ 203 402 98 
SE decd choke kde tadencaeichbcneceebnekslaiaeen 1,901 4,688 146 





a Report of Military Government, “ Statistical Annex,” 1-30 June 1947, No. 24, pp. 70-71. 


through only in part in the United 
States Zone. Finally, no provision was 
made in the new legislation for the allo- 
cation of taxes derived from income or 
business extending over more than one 
zone, and it was impractical to follow 
former German provisions which as- 
sumed a completely centralized system. 
The formulae adopted, in practice, to 


judged, then, not in the light of these 
temporary difficulties, but in the light 
of adequacy of revenues, equity, possi- 
ble interference with German industrial 
recovery, acceptance by the German 
people, and consistency with the specific 
aims of the occupying powers. 
Concerning the first of these tests, 
adequacy, it has already been pointed 
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out that German budgets have for the 
most part balanced. Results in the 
United States Zone are shown in Table 
§. Actual revenues exceeded budget 


TABLE 5 


REVENUES AND EXPENDITURES OF Four LAENDER 
or U.S. Zone,® 1946/47 











Percentage 
Million RM of Total 
Expenditure 
Tax revenue ....... 469 102.6 
Other revenue ..... 1.23 26.9 
Total revenue ..... 5.92 129.5 
Extraordinary costs > 2.00 43.8 
Ordinary costs ..... 2.57 56.2 
Total expenditure . 4.57 100.0 
ee RE Pree 1.35 29.5 





4 Data from Report of Military Government: 
“Finance ” 1 July 1946—30, June, 1947, No. 24, 
p. 15. 


b Occupation and occupation-induced costs. 
estimates by 12 per cent. Other zones 
appear to have done almost as well, even 
though in some other zones occupation 
costs are a higher proportion of total 
costs than in the United States Zone. 
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goods and services available to the Ger- 
man consumer. Also, there were un- 
doubtedly surpluses left over from the 
more prosperous war period. What- 
ever the cause, it is a notable achieve- 
ment. Germany faces a serious prob- 
lem of inflation, but contrary to the ex- 
perience following World War I, un- 
balanced budgets are not contributing 
to the problem. 


Turning to the question of the equi- 
table distribution of the tax burden, 
we find that progressive direct taxes 
have not been increased as much as ex- 
cises. In consequence, the proportion 
of revenues derived from these direct 
taxes fell from 56 per cent in 1945-46 
to 51 per cent in 1946-47. In view of 
the fact that the earlier German tax 
system apparently bore more heavily on 
the low-income groups as compared 
with the high-income groups than the 
British tax system, this increased em- 
phasis on excise taxes can well be ques- 

















TABLE 6 
MontTHLy Taxes Pain By WorRKER WITH 200 RM MontTHiy Wace 
(in RM) 
Tax - Single Family of Four 
7 German Law C.C. Law German Law C.C. Law 
Rs ip has a 5 eG betas nes 17.68 22.82 3.90 5.18 
NO iss oie ote ead + ce 50 161 73 2.42 
ESR ey yr Pee 2.00 2.80 2.00 2.80 
Ne aE ee 0.05 24 15 wk 
eee 055 10 33 5l 
EEE Oe re __ 005 05 _02 .20 
ON a Pata ke oe ge 20.29 27.62 7.13 11.82 
Percentage of worker’s income 10 14 3.5 6 





a Estimates based on representative family budgets prepared by a quadripartite committee 


of the Allied Control Authority. 


Part of this success can be attributed 
to the fact that some government acti- 
vities were not fully re-established; part 
can be attributed to the fact that in- 
comes, however small, were more than 
adequate for the limited supplies of 


tioned. The extreme increases have not 
affected the average worker’s budget 
greatly, as shown in Table 6. How- 
ever, when goods become more plentiful 
and rationing is relaxed or abandoned 
altogether, these taxes will be an impor- 
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tant factor in the worker’s family ex- 
penditures. 

Considering the third test, possible 
interference with German industrial re- 
covery, it is apparent that taxes that are 
so high that they prevent industrial ex- 
pansion can be just as inflationary in 
their effect as taxes that are so inade- 
quate that they leave large deficits in 
government budgets. There have been 
many complaints concerning the bur- 
den of Control Council laws, and fre- 
quent assertions that administration is 
breaking down and industrial activity 
being checked by excessive levies. 

The present tax load is indeed heavy. 
But the large yield itself belies the as- 
sertion that administration is breaking 
down. Tax evasion there is; but ex- 
cept for black market activities, which 
necessarily escape taxation, but which 
are designed to evade price controls 
rather than taxes, there is little evidence 
of unusual evasion. 

Also, there is no evidence that taxes 
are an important factor in retarding 
business recovery. There undoubtedly 
are cases where the tax burden has 
operated as a deterrent, but repeated 
efforts on the part of the Public Finance 
Branch of our Military Government to 
get specific cases of this were unsucess- 
ful. Answers to inquiries and German 
newspaper comments indicate that the 
more important factors checking busi- 
ness have been lack of critical materials 
and skilled labor, the breakdown of 
transportation and normal channels of 
communication, interzonal barriers, the 
fear of seizure by occupying powers of 
business properties and products, and 
the threat of currency reform. 

After currency reform has _ been 
effected, however, there may well be 
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need for thoroughgoing revision of the 
tax system. Whether this should take 
the form of general reductions in rates 
or more limited special reductions de- 
signed to act as a special stimulus for 
desired developments is debatable. The 
disadvantages of special reductions are, 
of course, that they tend to build up 
favored classes without adequate reason, 
and that they open the way to unin- 
tended tax avoidance or evasions. In 
favor of such a system is the fact that 
with the extreme poverty in Germany 
today general tax reduction may prove 
a luxury that can hardly be afforded. 

If the tax system instituted by the 
occupying powers is to continue to be 
effective, as more and more power is 
turned over to the German people, it 
must be acceptable to them. The fact 
that the changes made by the occupying 
powers have been in rates rather than 
in the basic structure of the law is in 
its favor. Changes in taxes, other than 
reductions in rates, always bring sub- 
stantial resistance. In this respect the 
tax revisions are sound. A careful 
study of the changes indicates that very 
few were made without any apparently 
good reason. 

As noted above, some changes were 
made for other reasons than increased 
revenue. The most important of these 
was the removal of Nazi “ discrimina- 
tion.” This has been accepted by the 
German governments, but the under- 
lying principle is not completely ac- 
cepted. There are frequent efforts to 
set up new privileged groups—the for- 
mer persecutees, those suffering war 
losses, or present government officials. 
The latter group apparently has ob- 
tained some special tax concessions in 
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the Russian Zone. The United States 
authorities have stood firmly against 
such new tax inequalities, but they have 
not succeeded in convincing all the 
German officials working with them of 
the merits of this democratic practice. 


With regard to decartelization poli- 
cies, the revised tax law was intended 
to submit holding companies to com- 
plete double taxation of income. Un- 
fortunately, the new law did not clearly 
accomplish this, and in the American 
Zone, holding companies are not sub- 
ject to double taxation on all their 
income. Also, in the United States 
Zone, there was some question at first 
about the tax status of I. G. Farben it- 
self, while under American control. 
These are transition problems, however. 
There is nothing in the basic tax law 
that gives special tax favors to large in- 
dustrial combinations. 

Decentralization is another matter. 
A decentralized government and a uni- 
fied national economy in Germany are 
both important aims of the occupying 
powers. These are, however, conflict- 
ing objectives and compromises will be 
required to attain some measure of each. 


At present there is no central govern- 
ment and there are no central taxes. 
The first step in decentralizing the Ger- 
man tax system was taken when the 
former Reich taxes, producing about 
nine-tenths of the revenues, were given 
to the Laender. It is significant, how- 
ever, that while the tax revenues and 
tax administration were transferred to 
the Laender, the power of determining 
the nature of taxes levied was not. Ex- 
cept for limited discretion in local taxes 
this was reserved for the Allied Control 
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Authority in order to insure the uni- 
formity in taxes that is required for a 
unified economy. 


Moreover, little effort has been made 
to decentralize below the Land level. 
Local jurisdictions in some Laender have 
no more financial independence than 
they had at the end of the war. In the 
British Zone there has been even less 
decentralization than in the American 
Zone, since many of the important taxes 
have been pooled for the entire zone 
and the proceeds, insofar as they exceed 
needs for occupation costs, redistributed 
according to a formula. 


If strong Land and local governments 
are desired to prevent the centralization 
of power in a future central German 
government, important tax powers must 
be vested in these authorities. Thus far 
nothing has been done to accomplish 
this. Turning over Reich taxes to the 
Laender was little more than a gesture. 


Unsettled Tax Problems 
of Future Germany 


For the immediate future, it is as- 
sumed that financial reform will bring 
changes in the tax system. A capital 
levy has often been proposed. The pur- 
pose of such a levy would be primarily 
to equalize war and postwar losses, and 
the proceeds would presumably be redis- 
tributed among the losers. Thus far, 
nothing has been done to assist this 
group. In view of the heavy losses 
there is every reason to believe that a 
capital levy would not yield large 
revenues, and would, at best, offer only 
partial compensation for losses. In any 
case, it will not contribute to ordinary 
government budgets. 
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Another change that may, and prob- 
ably should, be made with financial re- 
form is some reductions in_ rates, 
whether specifically designed as special 
tax incentives or as general relief. In 
either case it would be necessary to pro- 
ceed with caution. Temporarily un- 
balanced budgets might offer some 
stimulus to industrial activity if there 
were any important unused resources 
available. But with the present short- 
ages there is some danger that such re- 
ductions would encourage a new in- 
flation rather than increased industrial 
activity. For that reason reductions 
should probably be given only where 
there is some specific evidence that busi- 
ness expansion might result. 

For the long run, the most important 
problem is probably the distribution of 
tax powers among the different levels of 
government. This must await the set- 
ting up of a central government and the 
distribution of all government func- 
tions. It has sometimes been suggested 
that a new central government could 
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best be kept under control if its tax 
powers were sharply limited and it was 
forced to resort to requisitions on the 
underlying Laender for support. The 
history of other federal states does not, 
however, give any reason to believe that 
such a financial structure would be suc- 
cessful.® 

The real problem is to build a demo- 
cratic central government, not a weak 
one. Actually, the English and French 
governments were more highly central- 
ized than the German in the 1920’s, if 
centralization of finances is used as the 
test. Yet it was Germany that ac- 
cepted a dictatorship. As pointed out 
earlier, economic unification and politi- 
cal decentralization are not compatible 
aims; but economic unification and re- 
sponsible and democratic central gov- 
ernments are at once possible and con- 
sistent with our objectives. 

6 Since the above was written, the information 
has been received that all excises, transportation 
taxes, and a share in income and corporation taxes 


have been assigned to the new central bizonal 
government. 











INCIDENCE OF THE CORPORATION INCOME TAX: 
CAPITAL STRUCTURE AND TURNOVER RATES 


CARL SHOUP * 


i iow proposition advanced here is 

that the shifting of a corporation 
income tax of the kind that is levied by 
the Federal Government depends largely 
upon (1) the rate of the tax, (2) the 
capital structure of the corporation, and 
(3) the nature of the industry with re- 
spect to the normal speed of turnover of 
assets. Depending on the answers that 
are given to these questions in any par- 
ticular case, it seems likely that such a 
corporation tax will have no effect, a 
decided effect, or an uncertain effect on 
the prices charged by the corporation 
for its products. Reference here is to 
immediate effect on price policy by the 
conscious action of the management, in- 
duced by the tax. The discussion does 
not refer to a hypothetical profits tax of 
a type that strikes only some form of 
economic rent and hence does not touch 
real costs. Only forward shifting is 
covered in the present analysis; this is 
not intended to imply that backward 
shifting is not possible. 


Rate of Tax 


There is substantial disagreement or 
doubt as to whether a change in rate of 
“the” corporation income tax may be 
expected to have an immediate effect on 

* The author is professor of economics at Columbia 
University. This analysis is part of a study of the 
economic aspects of public finance, under the auspices 


of Columbia University, with the aid of a research 
grant from the Rockefeller Foundation. 


price policy.t| The doubt would prob- 
ably diminish, if not disappear, if the 
change in tax were specified to be ex- 
tremely large or extremely small. Sup- 
pose that the corporation income tax 
were increased from the current level of 
38 per cent (for corporations with net 
income of $50,000 or more) to, say, 88 
per cent, and that practically everyone 
expected the new rate to remain in force 
indefinitely. It seems unlikely that the 
leading firms in most industries would 
keep the prices of their products un- 
changed, in the face of so drastic a 
diminution of the profits available to 
the owners of the concerns. The tax 
would provide the occasion for simul- 


1 See H. R. Bowen, “ Taxation of Net Income from 
Business,” Bulletin of the National Tax Association, 
XXXI (December, 1945), 72-80, and “* The Inci- 
dence of the Corporation Income Tax: A Reply [to 
Goode],”” American Economic Review, XXXVI 
(March, 1946), 146-48; Paul W. Ellis, The Effect 
of Taxes Upon Corporate Policy (National Industrial 
Conference Board, 1943); Richard Goode, ‘* The Cor- 
poration Income Tax and the Price Level,” American 
Economic Review, XXXV (March, 1945), 40-58, and 
“A Rejoinder [to Bowen],” American Economic 
Review, XXXVI (March, 1946), 147-48; Oscar Lit- 
terer, “Corporation Income Tax and Production,” 
Bulletin of the National Tax Association, XXXII 
(April, 1946), 199-205; H. M. Groves, ‘ Personal 
Versus Corporate Income Taxes,” American Economic 
Association Proceedings, XXXVI (May, 1946), 241- 
49; C. Ward Macy, “ The Corporation Net Income 
Tax and the Cost-Price Structure,” Bulletin of the 
National Tax Association, XXX (May, 1944), 231- 
35, and “ Corporation Income Tax: Incidence or Ef- 
fects,” American Economic Review, XXXVI (De- 
cember, 1946), 903-906, 
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taneous, if not concerted, increases in 
the prices of the products of each of 
the leading companies, and the smaller 
concerns would presumably follow. This 
conclusion assumes that by such action 
the firms would be enabled to obtain 
larger profits before tax than they had 
been obtaining under their former 
prices, and that they had been deterred 
from reaching this level of profit, prior 
to the increase in the tax rate, by com- 
petition or fear of competition. This as- 
sumption seems to be a reasonable one, 
for industries where the market is shared 
by a number of large concerns, perhaps 
from three to a dozen, and by a con- 
siderable number of smaller firms. 


Suppose, on the other hand, that the 
increase in tax rate was only from 38 
per cent to 39 per cent. It seems un- 
likely that any of the firms would be 
impelled to give the change more than a 
passing thought, with respect to the 
price structure for its products. 

These remarks imply that at least a 
part of the taxable profit, as defined in 
the income tax laws in the United States 
at the present time, is a cost that enters 
directly into price policy, but is only 
loosely linked to price policy; it may be 
increased or decreased by taxation 
slightly, perhaps even substantially, 
without an appreciable immediate effect 
on price policy, but if the change is very 
great, the reaction will be immediate and 
appreciable. The subsequent effects of 
the rise in prices on the volume of busi- 
ness are not explored here; but, in any 
event, such effects would not be likely 
to prevent the attainment of a new 
equilibrium in which the prices of most 
of the firm’s products would be some- 
what higher than before the tax change. 


INCIDENCE OF THE CORPORATION INCOME TAX 13 


A large increase in the corporation in- 
come tax rate tends to have a more pro- 
nounced effect upon price policy than 
does a small increase, for still another, 
or supplementary reason. As the firm 
raises its selling prices in an effort to 
recoup the tax, it creates a still larger 
taxable profit, and therefore has to pay 
still more tax. “Suppose that a concern 
is earning a profit of $1,000 before tax, 
and the corporation tax rate is raised 
from 38 per cent to, say, 88 per cent; 
its tax payment is increased from $380 
to $880, an increase of $500. The con- 
cern now considers what it must do if it 
is to obtain its former profit after tax 
(that is, $620). It finds that it must 
increase its profit before tax by much 
more than the $500 increase in tax, for 
some of the increase will itself be taken 
in tax. In this particular case, the con- 
cern’s profit before tax must increase 
from $1,000, not to $1,500, but to 
$5,166.67." This spiral, or cumulative, 
effect operates the more strongly, in 
terms of what has to be done to the price 
structure if the tax increase is to be re- 
couped, the higher the rate of tax after 
the increase has been made. 


If the tax change is a reduction in- 
stead of an increase, the degree of lower- 
ing of selling prices that is consistent 
with just retaining the former profits 
after tax is greater, the higher the level 
of the tax rate before the change. A 


2 The formula for the increase in profit before tax 
that will maintain the old absolute amount of profit 
after tax may be stated as follows: po is the old profit 
before tax; fn is the new profit before tax; fo is the 
old tax rate; ¢n is the new tax rate. For the profit 
after tax to remain unchanged, it is necessary that 
the profit before tax increase by the amount of 
the tax increase: pn— po tnpfn— topo; therefore, 

__ Po(1 — to) ___ Po(tn — to) 


oe ee _* 








drop of, say, 30 percentage points from 
68 to 38 per cent would tend to allow a 
much greater decrease in selling prices 
than a drop of 30 percentage points 
from 38 to 8 per cent. 


Ratio of Preferred Stock Dividends 
to Net Income 


If the relevant rate of tax to profit 
were never any higher than 38 per cent, 
the issues raised in the section above 
would still be of some importance; but 
in fact the present corporation tax im- 
poses in many instances a rate much 
more than 38 per cent on the profits 
available for the common stockholders, 
which is presumably the profit that is 
most relevant for studying the effect of 
the tax on price policy. This higher 
rate results from the existence of pre- 
ferred dividend requirements. The tax 
is levied as a percentage of net income 
available for all types of stockholders; 
preferred dividends paid are not deduct- 
ible in computing the amount subject to 
tax. But it is the common stockholders, 
not the preferred stockholders, who bear 
the burden of the entire tax (if it is not 
shifted to others). The preferred stock- 
holders receive their fixed rate of return, 
and the entire tax must be met out of 
the proceeds available for the common 
stockholders. There are some qualifi- 
cations to this point, but they do not 
seriously affect its importance for pur- 
poses of the present analysis: holders of 
non-cumulative preferred stock may be 
directly harmed by the tax in years of 
low income; holders even of cumulative 
preferred stock may find their income 
impaired by the tax if the dividends fall 
in arrears and are finally made up only 
in part, in recapitalization; and public 
utility companies are allowed to deduct 
preferred dividends paid, with certain 
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restrictions, under sections 15 (a) and 
26 (h) of the Internal Revenue Code, 
with respect to that part of the corpor- 


ation income tax that is designated | 


** surtax ” rather than normal tax. 


The present 38 per cent corporation | 


income tax may therefore be much 
more than 38 per cent of the profit 
available to common stockholders (here- 
after referred to as “common stock 
profit”). For example: if a corpora- 
tion has outstanding so much preferred 
stock, at so high a dividend rate, that 
the preferred dividend requirements 
equal 57 per cent of the corporation’s 
taxable income, the corporation tax of 
38 per cent equals 88 per cent of the 
common stock profit. If the preferred 
dividend requirements equal 62 per cent 
of the taxable income, the rate of tax on 
the common stock profit is 100 per cent. 
In such cases the management will surely 
give serious consideration to changes in 
price policy. The company might in- 
stead call the preferred stock and borrow 
an equivalent amount; but this proced- 
ure is not always practicable, especially 
if the preferred stock outstanding, is- 
sued perhaps many years ago at a high 
dividend rate, is noncallable. 

If the management attempts to in- 
crease profits before tax in an effort to 
maintain unchanged the amount of pro- 
fit available, after taxes, to the common 


SIf p is the profit before tax; ¢, the rate of tax 
on p; and e, the common stock profit (before tax); 
then ¢p is the absolute amount of tax; and the ratio 
of the absolute amount of tax to the common stock 


. tp 
profit is ~~: Hence, if ¢ is 38 per cent, the tax is 88 


per cent of the common stock profit. In the illustra- 


Pp. 100 


: ” a 
tion above, a as? and ¢ is —, so that the rate 


100 
of tax on the common stock profit is: 
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stockholder, the conclusions reached in 
the preceding section apply. The entry 
of the preferred dividends into the 
analysis does not change the formula 
derived there. For instance, if preferred 
dividends equal 62 per cent of the tax- 
able income, and if a corporation tax 
is introduced at a rate of 38 per cent, 
this tax, amounting to 100 per cent on 
the common stock profit, can be re- 
couped by an increase of taxable income 
of 61.3 per cent. 


Rate of Turnover of Equity Capital 


The degree to which the corporation’s 
selling prices must be raised, if it is to 
recoup the income tax from its cus- 
tomers, depends upon the ratio of sales 
to the taxable income. (To isolate the 
point at issue, the falling off of unit 
sales resulting from the rise in price is 
neglected.) This ratio of sales to tax- 
able income will vary from industry to 
industry and from firm to firm. It will 
vary from industry to industry, first, 
because some industries habitually turn 
over the property that is used in the 
business at a faster rate than do others; 
the ratio of sales to such property is high 
in some industries, the retail grocery 
trade, for instance, and is low in others, 
as in the electric power industry. But 
the ratio of sales to taxable income will 
vary for a second reason, independent of 
the nature of the industry: namely, the 
extent to which the property used in the 
business is either leased by the corpor- 
ation or has been purchased with bor- 
rowed money, or, on the other hand, has 
been purchased by money from stock 
issues or from retained earnings. The 
difference in the ratio arises from the 
fact that in computing taxable income 
the corporation can deduct rental and 
lease payments, and interest payments, 
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while, as already noted, it cannot deduct 
dividends paid. 

For purposes of the present analysis, 
only that part of the lease or rental pay- 
ment that corresponds to an interest 
charge should be considered. Another 
part of the payment customarily goes to 
cover depreciation and repairs for which 
the owner is responsible; but these 
amounts would also be deductible, as 
such, by the corporation if it owned the 
property, and regardless of how the 
money had been obtained to purchase 
it. In the analysis to follow, therefore, 
“rental” or “lease payment ” will be 
understood to refer only to the interest- 
charge element in such payment. 


“Operating profit” is used here to 
denote the net income as ordinarily com- 
puted except that no deduction is made 
for either interest on debt or the inter- 
est element in the lease or rental pay- 
ment. Operating profit is thus the 
amount that is available to compensate 
owners of the property that is used in 
the business, and to pay income tax on 
the corporation. 


For any particular firm, the amount 
by which its prices will have to be raised 


— 


to recoup the income tax on the corpo- | 


ration will be less if the corporation uses 
more leased or rented property, or prop- 

h ith bo d F 
erty purchased wit rrowed money. 
For example, let the rate of turnover 
of the property used in the business be, 
in a given case, 2; that is, the property 
is turned over twice a year; the sales for 


41If the analysis were broadened to include possible 
recoupment of the income tax that is imposed on the 
recipients of the interest or the rental or lease income, 
the relations expressed here would be replaced by 
more complex expressions, but the present discussion 
is limited to the corporation income tax and the 
motivation of a corporate official, in attempting to 
recoup the tax that is imposed directly on his cor- 
poration. 








one year equal twice the value of the 
property employed in the business. Sup- 
pose further that the ratio of operating 
profit to total property used is § per 
cent; and that, of the operating profit, 
one-half goes in interest or rentals (as 
above defined). Then, if a 38 per cent 
corporation income tax is imposed, sales 
must rise by 0.766 per cent, if the profit 
to the stockholders after the new tax is 
to be as large as it was before the tax 
was imposed.° But if two-thirds of the 
operating profit is used to cover inter- 
est or rentals, the required increase in 
sales, to recoup the corporation income 
tax, is only 0.511 per cent. 


The turnover ratio—the number of 
times the property used in the business 
is turned over in sales during the period 
—becomes the more important, in de- 
termining the percentage increase in 
sales needed to recoup the tax, as less of 
the operating profit is paid out in inter- 
est or rental. In the case immediately 
above, where two-thirds of the operat- 
ing income was paid out in interest or 
rental, it was seen that sales would have 
to increase by 0.511 per cent to recoup 


51f s is the dollar value of sales; 
m is the turnover ratio, that is, the ratio of sales 
to value of total property used in the business; 
v is the rate of return on property used in the 
business, that is, the ratio of operating profit 
to value of property used in the business; 
f is the ratio of interes: and lease and rental pay- 
ments (as defined above) to operating profit; 
and the other terms are as in footnote 2 above; 
the percentage increase in sales necessary to cover 
: : . 1 po(tn— to) 
the increase in tax is: ~—. ——————. 
Ss 1— tn 
If r is the profit «.argin on sales (ratio of op- 
erating profit to sales), 
bo = rs — frs—=rs(1—f). 


But r= 


aie 


Therefore: 


ES po(tn—to) ov (1—f) (tn — to) 
"te l1—t (1 — tn) : 
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a tax of 38 per cent, when the turnover 
ratio was 2. With a turnover ratio of 
only 1, sales would have to increase by 
1.022 per cent to recoup the tax. Sup- 
pose instead that none of the operating 
income is paid out in interest or rental; 
it all goes to stockholders, preferred or 
common. Then, with a turnover ratio 
of 2, sales must increase by 1.53 per 
cent; while, if the turnover ratio is only 
1, the necessary sales increase, to recoup 
athe tax, is 3.06 per cent. In each illus- 
tration the needed percentage increase 
of sales doubles when the turnover rate 
is halved, but in the second illustration 
the needed percentages are on a higher 
level, owing to the absence of interest 


| and rental payments, and the doubling 


of the 1.53 percentage increase is of 
course a more serious matter than the 
doubling of a 0.511 percentage increase. 


Competitive Conditions: Research 
Required 


The practical importance of the con- 
clusions reached above depends in part 
on whether, in the real world of busi- 
ness, substantial differences exist be- 
tween competing firms in the same 
industry with respect to their capital 
structures (including leaseholds and 
rental contracts) and with respect to the 
ratio of sales to property used in the 
business. If the competitors differ ap- 
preciably in that turnover rate, and with 
respect to the percentage of operating 
income that is paid out in rentals (as 
here~defined) or interest, and if these 
two types of difference are not offset- 
ting in nature, some of the €grporations 
are likely to find it much more difficult 
than others to recoup the tax through 
a rise in prices, for some of them will 
have to raise their sales by a larger per- 
centage than others, to recoup any given 
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proportion of the tax. And if the 
firms differ with respect to the amount 
of taxable income that must be paid out 
in preferred dividends, they will be un- 
der unequal degrees of pressure to re- 
coup the tax, whether or not they differ 
in their ability to recoup it. The most 
unfortunate of all, from a competitive 
standpoint, will be the corporation that 
has a large proportion of its taxable in- 
come earmarked for preferred dividends, 
with none of its operating profit going 
to interest or rentals, and with a low 
turnover rate. It will badly need to 
pass at least part of the tax on to its 
consumers, or to someone, if its stock- 
holders are not to suffer a drastic de- 
cline in the rate of return on their in- 
vestment (net, after tax), and it will 
be relatively unable to do so because 
of the large percentage increase in sales 
revenue that will be required to this 
end. And finally, if the given increase 
in tax, expressed as so many percentage 
points, comes on top of an already fairly 
high level of tax, all corporations will 
exhibit this condition of finding it more 
dificult to pass on the tax increment 
than if the increment had been added 
to a low tax rate, since the increase in 
profit needed to recoup is itself taxed, 
and, the higher the new total tax rate, 
the greater is this effect. 

It should be possible, by some small- 
scale research with respect to corpo- 
rate capital structures and turnover 
rates, to ascertain whether these con- 
siderations are likely to be of import- 
ance; some work is now being started 
at the School of Business at Columbia 
University on these points. 
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The assumption was made, at the be- 
ginning of the present analysis, that 
even in the short run it would be to the 
advantage of the owners of the corpora- 
tion to have the selling prices of its 
products raised, if a large increase oc- 
curred in the rate of the corporation 
income tax. This is one of the issues 
that has been most discussed in recent 
articles on the incidence of the corpo- 
rate income tax. The limited scope of 
the present article does not allow of an 
analysis of this point, except to say that 
the assumption made here is based upon 
two hypotheses suggested by common 
observation and by a somewhat inten- 
sive study of a few industries by the 
present writer. The first hypothesis, a 
double-barrel!:d one, is that the larger 
part of the corporation income tax is 
paid by corporations that (a) are en- 
gaged in monopolistic competition of the 
kind where most of the business in the 
industry is done by firms who take into 
account their rivals’ reactions to any 
change in pricing policy that the firm 
in question may make, and (b) do not 
charge prices that are as high as they 
would charge if they were consolidated 
into one firm. The second hypothesis 
is that the corporation income tax strikes 
even some of the short-run costs, par- 
ticularly the imputed interest and profit 
return on equity capital tied up in in- 
ventory, and that therefore in the ab- 
sence of any immediate change in the 
operating profit, after the increase in 
corporation tax, it would be to the ad- 
vantage of the owners to shrink produc- 
tion somewhat, fairly quickly, to release 
capital which they could invest else- 
where at a greater net return. 





NEUTRALITY IN TAXATION 


HAROLD M. GROVES * 


HE term “ neutrality ” seldom ap- 
pears in taxation literature. Most 
textbooks on public finance devote a 
chapter to the canons of good taxation. 
In this they do discuss what is called 
“equity,” generally recognizing it as an 
important qualification of a tax. They 
also sometimes mention “ justice” which 
is so described, however, as to make it 
mainly synonymous with “ equity.” 
Adam Smith included “certainty ” 
among his list of canons, and he em- 
braced in that term the idea that taxes 
should not be arbitrary, that is, they 
should be spread by general rule and not 
according to the whim of some monarch 
or his agent. It is the present author’s 
view that the term “ neutrality ” (in- 


cluding Smith’s objection to arbitrary 


treatment and much more) might be 
given a distinct place among currently 
recognized canons. He also holds that 
neutrality is a value worth more atten- 
tion. Possibly not much is to be gained 
by launching a new ship on the already 
crowded sea of tax semantics. But then 
again perhaps the effort might contrib- 
ute to clarity of thought in the field. 
And this is always worth doing. 


Meaning of Neutrality 


Certainly the reader is entitled to call 
forthwith for definitions. Neutrality, 
as the term will here be used, calls for 
impartiality of treatment. The par- 
tiality that we are concerned with may 
arise from: (1) unequal treatment of 


* The author is professor of economics at the 
University of Wisconsin. 


essentially similar taxpayers; or (2) the 
same treatment of essentially different 
taxpayers. Discrimination may be de- 
liberate or inept. Its curse is removed 
when it is supported by adequate public 
purpose and ample prospect of achiev- 
ing such purpose. 


The term “ neutrality ” * 


as thus de- 
fined differs from “ equity ” and “ jus- 
tice,” which include an interest in eco- 
nomic equality as well as in impartiality. 
Thus taxes are said to be equitable when 
they make for a more even distribution 
of economic reward.” Neutrality has to 
do less with the standards applied to the 
over-all distribution of the tax load and 


Vmore with the even application of those 


standards once they are chosen. There 
is no inference of conflict between the 
two canons. The thought is not that 
taxes should be neutral rather than 
equitable; they should be both. Or 
perhaps more accurately: taxes should be 
yequitable and they should deviate from 
neutrality only for an adequate public 
purpose. 

To be sure, as one recalls classic liter- 
ature he notes an apparent conflict be- 
tween impartiality on the one hand and 
equity (or perhaps charity) on the 
other. Thus in The Merchant of Venice 
impartiality seems to have been on the 


1 The three terms, neutrality, impartiality, and 
parity are used synonymously in this article. 


2 The term “justice” is sometimes used to denote 
or at least to include the idea of impartiality. Its 
usage in tax literature is vague. However, as sub- 
sequently discussed, there is no necessary departure 
from neutrality in the familiar statement that taxes 
should accord with ability to pay. 

Py 


mm OO 


_ oo ew me fF eS OFT 





a a ee a 


NEUTRALITY IN TAXATION 19 


side of Shylock, and charity (equity) 
on the side of Portia and Antonio. And 
in the renowned parable of the Prodigal 
Son, neutrality might have allotted the 
fatted calf to the faithful youth rather 
than his wayward brother. To show 
the legitimate role of neutrality and the 
evil of partiality, the parable would 
need rearranging: both sons would re- 
main faithful to the home farm but the 
fatted calf would still be dedicated to 
the exclusive benefit of one. It should 
become clear as we proceed that the con- 
flict in these cases is more apparent than 
real, 

On at least two occasions the idea of 
neutrality in taxation has received criti- 
cal attention. The first was in Carrier 
Taxation, a report of the Board of In- 
vestigation and Research.* The Board 
had been instructed to study the appli- 
cation of the tax system to competing 
forms of transportation — trucks and 
busses, railroads, airplane companies, 
pipelines, and waterways. Congress was 
concerned about alleged discrimination 
in this area. The staff of the Board, 
headed by Ronald Welch, wrestled with 
the concept of tax neutrality, conclud- 
ing that the term could best be defined 


/ to mean taxation that does not alter the 


allocation of resources. This idea was 
re-examined by a committee of the Na- 
tional Tax Association under Carl Shoup 
as chairman.* The committee accepted 
Dr. Welch’s definition in the main, but 
pointed out that any test as to the re- 
allocation of resources should involve a 
substantial analysis of shifting and in- 
cidence. What is, or at least appears to 


3 House Document 160, 79th Congress, Ist Ses- 
sion, 1944, 


“Proceedings of the National Tax Association, 
1946, pp. 71-103. 


be, a discriminatory tax might result in 
no reallocations if the demand and sup- 
ply factors were highly inelastic. 

Dr. Welch was confronted with a 
difficult task of measurement and com- 
parison. His assignment called for an 
answer to the question: which of several 
competing industries are relatively over- 
taxed and which are “ getting off easy ”? 
The tax system included some taxes ap- 
plicable to only part of his field and 
other compensating levies reaching other 
lines of business. It was hoped that he 
could produce answers that were objec- 
tive and unimpeachable. But he inevi- 
tably became involved in an issue that 
has no unimpeachable answer: on what 
bases should taxes be distributed in the 
first place? Were there a universally ac- 
ceptable answer to this question, most of 
the controversy in the tax field could be 
laid to rest forthwith. Making the best 
of a bad situation, Dr. Welch turned in 
an excellent factual and analytical re- 
porc; in addition, he provided several 
sets of answers, hedging each with 
proper skepticism. 


In the course of his analysis Dr. 
Welch did suggest that there are clear 
cases of discrimination within given 


areas. This paper is an expansion of 
this suggestion. 


The difference between macro- and 
micro-analysis in this matter can be il- 
luminated in a simple illustration. Take 
the case of three merchants: the first has 
much capital but a slow turnover and 
very little net profit; the second has 
little capital but a high turnover and 
again very little profit; the third has 
little capital and turnover but contrives 
to make a substantial net income. The 
first complains about the property tax, 
the second about the sales tax, and the 
third about the net income tax. Under 
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any given tax system, which one is over- 
taxed? We need not conclude that 
public finance must ignore such ques- 
tions but in the present state of our 
science one cannot hope to find an an- 
swer that will satisfy all the merchants 
nor all the other critics. Shifting to 
the micro-approach, however, we might 
hope to get agreement on the proposi- 
tion that any property tax which meas- 
ures taxable inventories on the basis of 
what merchants have on hand at the 
end of a particular day, such as May 1, 
is discriminatory and unfair. 


It will not do to conclude, however, 
that our interest is confined to the area 
where all is objective and where reason- 
able men may not differ. The distinc- 
tion between criticism of a tax standard 
and complaint about its uneven appli- 
cation is not very great, and the two 
shade imperceptibly into each other. 
Particularly is this true where neutrality 
requires that unlike things be treated 
distinctly. The question then arises as to 
what is a significant difference for tax 
purposes. A poll-tax enthusiast might 
say that every individual is a head and 
that while there are considerable differ- 
ences among heads they are of a sort 
that ought to be disregarded. More- 
over, conceding the validity of excep- 
tions to neutrality where the public 
interest requires, we must expect to 
confront all sorts of opinions as to what 
is in the public interest. Nevertheless 
it is believed that the idea of neutrality 
as here conceived can be established as 
a useful tool of analysis for many con- 
crete tax situations. 


The term neutrality will not here be 
confined to cases where resource reallo- 
cation occurs. An unneutral tax will 
usually result in a deviation from an 
existing pattern of resource utilization 
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v 
and often also from an optimum pat- 
tern. The latter is one reason why a 
clear departure from neutrality should 
carry a burden of proof. But the au- 
thor is disinclined to strain the custom- 
ary usage of the term neutral to exclude 
from consideration cases where such in- 
elasticities prevail that no change in the 
pattern of resource utilization may be 
expected no matter how much tax dis- 
crimination occurs. 


Applications of the Neutrality Canon 


We are now ready to examine some of 
the tax problems in which considera- 
tions of neutrality, as above defined, do 
or should play a part. Let us start with 
the field of utility taxation. Here the 
question arises as to whether the prin- 
cipal levies should be so integrated with 
general levies that parity of treatment 
can be maintained. At one time, in 
Wisconsin, Robert .M. Lafollette, Sr., 
made the issue of tax parity for railroads 
the cornerstone of a new political move- 
ment. The fact that railroads were 
““undertaxed ” as compared with farm- 
ers and merchants was to him a moral 
issue of the highest order and he carried 
the State with him in this view. 


Some states apply to railroads a gross 
income tax in lieu of a property tax. A 
major criticism of this alternative is that 
it involves difficulty in maintaining par- 
ity. This is because rates on gross in- 
come show great inertia and cannot be 
changed from year to year along with 
the property tax rate. Moreover, a tax 
On gross income carries a denominator 
differing from that on property; trans- 
lation from one to the other is difficult. 


But does it make any difference 
whether or not parity is maintained? 
Canada apparently takes no pains at all 
to equilibrate railroad and other taxes. 
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And England has largely derated busi- 
ness and agricultural property for the 
application of local rates. The action 
in Britain could be defended as an effort 
to strengthen British industry in foreign 
competition. And the problem there 
and elsewhere is complicated by the fact 
that business taxes are in large part 
passed on to consumers. Nevertheless, 
it requires no great stretch of the 
imagination to picture the uproar which 
would greet any suggestion for untax- 
ing railroads in the United States. Per- 
haps the factor of parity is overrated in 
consideration of matters like this, but 
no one can doubt that it is real and 
important. 


Or take the case of taxing life insur- 
ance companies. Put the question to a 
class of students: Why should we tax 
life insurance companies, particularly 
those organized on the mutual plan? 
Cogent reasons for not taxing such 
concerns will be advanced; the incidence 
will probably lie with the policyholders; 
many of these are poor people and in- 
surance represents their meager savings; 
some, to be sure, are not so poor, but 
these can be adequately taxed through 
the personal net income tax; the insur- 
ance business promotes thrift among 
those who should be encouraged to save; 
it reduces charity and relief problems 
when families encounter misfortune; 
and so on. To which comes back the 
lone but irresistible argument: insur- 
ance companies should be taxed because 
everybody else is taxed. To exempt 
them would be a departure from parity. 


Consider the field of mine taxation. 
In several states, governors have been 
made or broken by their stand on 
“making the mines pay their fair share 
of taxes.” Severance taxes have many 
advantages over ad valorem levies, but 
the latter rest solidly upon the fact that 
they are easily and automatically ad- 
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justed to provide neutrality with levies 
on other business. 

The general gross income tax is be- 
deviled with unneutralities. It is a 
“ middleman’s tax ” favoring integrated , 
concerns (resulting from vertical com- 
bination) over so-called independents. 
Moreover it discriminates against com- 
modities that require many steps in 
processing and distribution as compared 
with those that do not. In the author’s 
mind these are major reasons for prefer- 
ring a retail sales tax. 


The fact that a tax is shifted to the 
consumer does not mean that it escapes 
the criterion of neutrality. A tax can 
be as unneutral among consumers as 
among producers. If the consumption 
of commodity A is taxed and that of 
commodity B passed by, a consumer 
whose tastes run to A will be penalized. 
The special excises are on the defensive 
at this point. To be sure they can be 
defended in the name of legitimate so- 
cial purpose—namely adequate revenue 
at minimum cost of collection and pub- 
lic reaction. But not all of them can 
summon even this defense. 


Should a tangible general property tax 
include accessible personal property, or 


only real estate? And if the latter, does 
it make any difference, except in yield, 
if many categories of property (such as 
lodges) are exempt? There may be 
plenty of good reasons why personal 
property should be exempt, but the par- 
ity consideration on the other side is en- 
titled to weight. Why should A whose 
wealth is in real estate be taxed more 
than B whose wealth is in movable ma- 
chinery? Of course, the consideration 
of parity here is complicated by the di- 
verse incidence of different parts of the 
property tax. Perhaps the consumer 
pays the levy on the store building and 
the one on the merchant’s inventory, 
but not the one on the store site. As 
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previously stated we cannot escape the 
issue of neutrality by introducing claims 
of shifting. But we can say that taxes 
which are irregularly and capriciously 
shifted rate a low score as to neutrality. 

The corporate net income tax field is 
loaded with issues of tax parity. The 
business man today who makes his de- 
cisions solely on the .basis of business 
facts without regard for tax implica- 
tions is surely on his way out. Space 
does not permit an elaborate analysis 
of all the respects in which his decisions 
should be shaped to suit the tax system. 
One of the most frequently discussed is 
the so-called double taxation of corpo- 
rate earnings and this will serve as an 
illustration. The earnings paid out to 
bondholders are deductible to the cor- 
porations; those paid out to stockholders 
are taxed twice, once to the corporation 
and once to the stockholder. Why 
should this continue? It can be an- 


swered that many stockholders are rich 


people. Or if this seems inadequate it 
can be argued that the double tax is a 
means of preventing redundant savings. 
But is it the equity capital that is re- 
dundant or general savings or neither? 
It is not our purpose here to rehash an 
old argument. Rather it is to cite a 
case where neutrality may be an impor- 
tant value and where it is certainly an 
issue. 

The field of unemployment compen- 
sation offers an interesting illustration 
of the use of the neutrality principle to 
support differentiation. The proponents 
of experience rating conceive unemploy- 
ment compensation as an attempt to 
allocate a “social overhead cost” to in- 
dustry. Now some industries are un- 
stable, inherently or otherwise; they re- 
quire the maintenance of a labor reserve 
for use in peak seasons and years. It is 
contended that these industries or the 
consumers of their products should pay 
such costs as can reasonably be allocated 
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to them. This is being fair both to the 


producers and to the consumers in com- 
peting industries and is also in accord 
with the idea of promoting maximum 
consumer satisfaction. If those inter- 
ested in fuel oil pay costs attributable 
to coal, they have a right to complain, 
Of course, here as elsewhere the pre- 
sumption in favor of neutrality can be 
rebutted. But the presumption is there. 


Justified and Unjustified 
Departures from Neutrality 


Of course, very clear instances of in- | 


_defensible unneutrality arise in the case 


of double counting. Where a railroad | 
bridge is assessed twice for property 
taxation, once locally, and once as a part 
of the state assessment of the railroad as 
a whole, any lawyer could convince any 
court that an injustice has been perpe- 
trated. Similarly where a taxpayer 
whose business crosses state lines pays 
more (or less) taxes than a similar one 
confined within state boundaries, other 
things being equal, there is a clear case 
of injustice, albeit perhaps unremediable. 

n the other hand, not all cases of mul- 
tiple taxation involve discrimination. 
There is no necessary unneutrality in 
taxing a motorist once for a license and 
again on his use of motor fuel. Nor is 


, there any problem of this sort in over- 


lapping taxation by two layers of gov- 
ernment such as federal and state. 

e Unreasonable classification also in- 
volves clear cases of unneutrality. It 
would obviously be unneutral to tax 
those whose names begin with the letter 
A more, other things being equal, than 
those whose names begin with B. 

Evasion and avoidance are large prob- 
lems for those who are concerned about 
neutrality. What appears to be the 
best tax in the world will and should 
lose caste rapidly if it cannot be en- 
forced beyond say an 80 per cent level. 
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And a levy that is unimpeachable in its 
objective is nonetheless vulnerable if it 
cannot be defined so that those in essen- 
tially similar circumstances contribute 
alike. To be sure, there are those who 
look only to the nominal distribution 
of a tax (rates) without regard to the 
effective distribution. There are those 
who are unconcerned over the fact that 
a person earning a million dollars a year 
one way pays an 85 per cent Federal tax 
while another making the same by a 
different route (capital gains) pays less 
than a third as much (and possibly es- 
capes taxation entirely). Insensitivity 
to the neutrality value is common 
enough. But blindness of this sort need 
not be condoned. 

All of this, of course, is not to argue 
against differentiation in public finance. 
Indeed the art and science of taxation 
seems concerned with little else. But 


differentiation can never be its own jus- 
tification; it has to defend itself and it 
will and should be judged by the quality 
of its defense. 

Professor John R. Commons once 
wrote: 


Taxation, then, is the most pervasive and 
privileged exercise of the police power.... 
Even when not consciously intended to be 
regulative, taxes nevertheless regulate, for 
they like the protective tariff determine the 
directions in which people may become 
wealthy by determining the directions in 
which they may not become wealthy. They 
say to the business man: Here is profit, 
there is loss. It is impossible to avoid these 
effects of taxation, therefore impossible to 
escape the police power of taxation, there- 
fore impossible to look upon taxes of any 
kind whatever as merely a means of obtain- 
ing revenue according to any principle of 
equality, or ability to pay, or accumulation 
of wealth, or any standard that looks solely 
to the acquisitions of the past. 5 
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Professor Commons supported the 
unneutral application of the property 
tax, favoring improvements as against 
land. He argued that land is an es- 
pecially suitable object for taxation be- 
cause its supply is peculiarly inelastic 
and because its values are of community 
origin. We are not interested here in 
either defending or attacking his con- 
clusion. We only wish to point out 
that he had the burden of proof and 
recognized as much. If he carried it 
successfully, he established his case. 


The Fathers who sought to write the 
general property tax into state constitu- 
tions probably aimed at neutrality. 
Closer than we to the special edicts of 
the old British kings, they were greatly 
concerned about the equal application 
of the tax laws. They probably ranked 
neutrality in taxation close behind the 
proposition that “All men are created 
equal.” But they confused neutrality 
with uniformity and involved them- 
selves and future generations in no end 
of trouble. A uniform property tax as 
contemplated by the state constitutions 
involves a high degree of partial double 
counting. And it leaves no scope for 
differentiation even though the public 
interest may require it. Of course, dif-~ 
ferentiation could favor private rather 
than public interest. The Fathers closed 
the door to abuse (except usually for 
freedom to exempt) but in so doing 
they also shut off possibilities of wise 
differentiation. Their error lay in .too 
great skepticism of the wisdom of legis- 
lative bodies and not enough apprecia- 
tion of the importance of legislative 
freedom. 


5 Institutional Economics (New York: Macmillan, 
1934), p. 820. 
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Of course, there is something to be 
said for the Fathers’ skepticism. 
doubtful indeed if there ever was an 
American tariff law drawn primarily in 
the public interest. Congress, as con- 
stituted, is probably incapable of adopt- 
ing such a law and it is highly to its 
credit that it has recently come to recog- 
nize this fact, delegating part of its 
tariff making power to the President. 

The progressive principle in income 
and death taxation may not be a depar- 
ture from neutrality though it is sure 
to seem so to its opponents. If the pro- 
gressive scale varies in accord with abil- 
ity to support government, it is strictly 
in accord with impartial treatment. On 
the other hand progressive taxation may 
be regarded as a departure from neu- 
trality, supported by the social interest 
in equality. The latter defense is re- 
garded by many as more realistic and 
seems to have been gaining ground. Of 
course, either defense is arguable. 

The distinction between strict im- 
partiality and departure from impartial- 
ity in the public interest is very slight. 
A good parent can maintain his reputa- 
tion for “justice” both in his family 
and his community as long as his de- 
cisions are in the best interests of his 
family as a whole. But let his special 
treatment turn on personal bias or whim 
or miscalculation and his reputation 
deteriorates rapidly. So it is with the 
state. 


Conclusion 


The case for impartiality in taxation 
hardly needs elaboration. It is, of 


course, an end in itself. It is impor- 
tant to the morale of taxpayers, any of 
whom can be discouraged in the game 
of life if the umpire is or appears to be 
particularly biased against him. Neu- 
trality is important for the optimum 
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allocation of resources and the maximum 
satisfaction of consumers: not that legis. 
lators can never improve upon the “nat- 
ural order” in this respect, but such 
improvement will not be attained by 
deliberate favoritism or bungling; not 
that the even application of tax laws can 
ever be perfectly achieved—a margin of 
tolerance is conceded in what is some- 
times called “‘ rough justice.” But most 
laws can be made to operate more im- 
partially. In these days when some 
would justify almost any tax merely be- 
cause it comes out of the rich, or merely 
because it does not, the values of neu- 
trality are worth stressing. 


Abba P. Lerner has recently attracted 
wide attention by his proposition that 
“The purpose of taxation is never to 
raise money but to leave less in the 
hands of the taxpayer.” In _ other 
words, taxes exist only to control in- 
flation and deflation. The author would 
not quarrel with the statement insofar 
as it merely calls attention to the need of 
considering the cyclical effects of taxa- 
tion and their improvement. But surely 
the tax system is not one that can be 
turned on and off like a faucet. The 
institutional aspects of taxation have 
been developed at too great pains to be 
thus summarily relegated. What about 
the fairness of taxing A to the hilt be- 
cause he happens to make his fortune in 
1950 and letting B go free because he 
comes into his own in 1955? 

The egalitarianism to which progres- 
sive taxation aspires has no terrors at 
all for the author. It is but the matur- 
ing of a social conscience holding that 


“the strong must help the weak. But 


the uneven application of the tax laws 
smacks of tyranny. It is dangerous to 
rest on the false assumption that tyranny 
was killed and buried many years ago. 
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COMPARATIVE TAX LOADS ON RAILROADS 
IN NINE SOUTHERN STATES 


JAMES W. MARTIN * and BEULAH LEA PARDUE + 


NVESTIGATORS have employed two 
distinct methods of comparing rela- 
tive railroad tax loads. One of these is 
to use a selected tax system and compare 
the taxes paid in the various states with 
those that would have been paid under 
the selected system.—-This method is in- 
tended to give a measure of overtaxation 
or undertaxation in terms of an ideal or 
“ standard ” tax system or of the tax 
system of a particular state. The use of 
any adaptation of this method requires 
the exercise of subjective judgments. 
The second method, which is to compare 
amounts of taxes per unit of receipts or 
of other measures related to taxable 
capacity, is, therefore, the more ob- 
jective approach to relating the taxes 
paid by railroads in one state to those in 
other states. 


Comparative Railroad Tax Loads in 
Nine Southern States * 


Table 1 compares the relative tax 
load of railroads in nine southern states 
by using operating property, railway 
operating revenue, and net railway oper- 
ating income as measures of comparative 


* Mr. Martin is Director of the Bureau of Business 
Research of the University of Kentucky. He re- 
cently served as Research Director and Consultant to 
the Virginia Public Service Tax Study Committee. 


t Miss Pardue, a former research assistant in the 
Bureau of Business Research of the University of 
Kentucky, was a member of the research staff of the 
Virginia Public Service Tax Study Committee. She 
is now with the Kentucky Department of Revenue. 


1In the second part of this paper the authors out- 
line the methods employed here and, by so doing, 
indicate the limitations of the data. 
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taxation for 1940 and 1945. These data 
reveal that Virginia, Tennessee, and 
Kentucky are the relatively low-tax 
states, and Florida and the Carolinas are 


TABLE 1 


Tora, Strate AND LocaL Rarroap Taxes INcI- 
DENT TO. OPERATIONS * PER $100 Ramuway Op- 
ERATING Property, Rampway OPERATING 
REVENUES, AND Net Rarway OPErat- 

ING INCOME oF SELECTED RAILROADS, 

BY States, 1940 anp 1945 








State 





1940 


$6.08 
6.21 
453 
5.82 
8.09 
5.71 
3.28 
4.53 
8.22 


1945 





$29.06 
63.33 
37.30 
18.94 
56.88 
43.76 
17.70 
15.29 
22.44 


Alabama 
Florida 
Georgia 
Kentucky .... 
North Carolina 
South Carolina 
Tennessee 
Virginia 

West Virginia . 








Alabama 
Florida 
Georgia 
Kentucky .... 
North Carolina 
South Carolina 
Tennessee .... 
Virginia 

West Virginia . 


$20.08 
23.73 
26.64 
20.68 
44.43 
33.38 
17.67 
1.10 17.74 
141 23.51 


Source: Computed from data supplied by the 
railroads. 


* Pay roll and sales taxes are not included. 


1.60 
181 
1.24 
2.91 
2.25 
1.16 





the exceptionally high-tax states of the 
group if taxes are compared with oper- 
ating property or net railway operating 


revenue. Kentucky and West Virginia 
join the group of relatively high-tax 
states if taxes are related to railway 
operating revenue. 

Such state-by-state comparisons may 
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with good reason take into account rela- 
tive capacity of the state population to 
pay taxes, as well as the amounts paid 
by the carriers. According to this point 
of view, one state, as compared with 
other states, may spend a greater and 
another a lesser proportion of all income 
payments through government; if so, it 
may be contended that the states should 
expect railroads to pay taxes amounting 
to a similarly greater or lesser percent- 
age. An adjustment of the data in 
Table 1 to reflect this consideration is 
made in Table 2. Virginia, the state 
having the lowest level of taxation ac- 
cording to the first column of Table 1, 
is made the base for the comparison. 
The last two columns show the relation- 
ships among these states’ railroad taxes 
in the light of this adjustment. Com- 


parison of the figures before and after 
the adjustments (the first two and the 
last two columns of figures in Table 2) 
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shows that the ranks of various states 
are little affected, though the difference 
between the apparent tax load in Vir- 
ginia, the state having the lowest taxes, 
and in other states is not as great after 
the adjustment, except in the case of 
Georgia and Kentucky in 1940. The ad- 
justment actually shows a lower appar- 
ent tax load in Tennessee in both 1940 
and 1945 and in Kentucky and West 
Virginia in 1945 than in Virginia. 

The first two columns of Table 2 
show the relative amounts of state and 
local taxes actually paid in each of these 
several states. The last two show the | 
amount that would have been paid if, in 
each other state, the actual payments 
were adjusted to bring them to a level 
of payments (in comparison with in- 
come) on a parity with those in Vir- 
ginia. But one may take the position 
that the actual payments should rather 
be adjusted to take account of the 


TABLE 2 


ReaTIvE Rartroap Tax Loaps Per $100 or CarrieR Property BY STATES IN THE LIGHT OF 
ADJUSTMENTS TO TAKE ACCOUNT OF VARYING Ratios or STATE AND 
Loca Taxes To INCOME PAYMENTS, 1940 AND 1945 








Relative Tax Load 
in the Light of 
Adjustments to 
Virginia Ratio 
of Taxes to In- 


State and Local 
Railroad Taxes In- 
cident to Opera- 
tions per $100 of 


Ratio of Total State and Local 
Taxes to Income Payments 


pay g As an Index 
i er cent Va.= 100 
Operating Property Pp ) ( ) cove Pana 


1945 1940 1945 1940 =: 1945 19402 1945> 
(2) (3) (4) (5) (6) (7) (8) 


$1.37 10.62 5.05 117 109 $1.48 
1.60 12.67 5.49 140 119 1.97 
1.81 9.03 4.73 100 102 2.04 
1.24 5.23 5.64 58 122 1.93 
2.91 11.85 6.60 131 143 2.45 
2.25 11.38 6.17 126 134 1.90 
1.16 11.11 5.18 123 112 0.87 
Virginia 1.10 9.05 462 100 100 0.92 
West Virginia .. 141 11.32 6.38 125 138 1.07 


Source: Computed from data supplied by the railroads and information secured from Charles F. 
Schwartz and Robert E. Graham, Jr., “State Income Payments in 1945,” Survey of Cur- 
rent Business, August, 1946, v. 20. 
@ (Column 1+ Column 5) X 100. 
b (Column 2 Column 6) X 100. 
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greater use of property taxation in some 
states than in others. 
larly important in the case of railroad 
taxation, it may be contended, because 
in this business a great amount of fixed 
property is essential to the conduct of 
the business. 
bulk large. 

minor element in state and local taxa- 
tion, as in Alabama (see Table 3), it is 
reasonable to expect that they will be 
comparatively low on railroads. If 
property taxation bulks large in general 
state policy, the state may be expected 


This is particu- 


Thus, property taxes 
If property taxes are a 


to make comparatively large demands 
on railroads. The last two columns of 


Table 3 reflect an adjustment in relative 


property taxes to take account of this 


element in general state policy. 


In the first two columns of Table 4, 
a comparison is shown in terms of rela- 
tive property and business taxes com- 
bined after the adjustment made in 
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Table 3. The adjustment makes the 
difference smaller between Florida and, 
in 1940, South Carolina taxes and Vir- 
ginia taxes. It tends to reduce the 
variation in apparent tax loads as to 
some states but to enlarge the gap be- 
tween the low-level states and Alabama, 
Georgia, North Carolina, West Virginia, 
and, in 1945, South Carolina. 

Although there is something to say 
for the view that an adjustment should 
be made to bring railroad property tax- 
ation in line with general property tax 
policy, the case for this adjustment is 
less persuasive than that for the adjust- 
ment for differences in income pay- 
ments, previously computed in Table 2. 
A state may reasonably adopt a low-rate 
property tax for general application and 
yet exact a high rate from railroads— 
or may adopt a reverse policy. 


Conceivably one may take the position 


TABLE 3 


RELATIVE RartRoaD Property TAXES ArTreR ADJUSTMENTS IN OTHER STAtTes TO REFLECT VIRGINIA 
RELATION OF Property Taxes To Tora, Taxes, 1940 anp 1945 














P Relative Railroad 
9 jt coer Property Tax Index of Property Property Tax per $100 
Tax Inci Pee A per $100 of Tax per $100 of Operating Property 
O omeihiines per Total Tax Total Tax Reve- After Each Other 
State $100 Railway Op- Revenue nue in State State Is Adjusted to 
scntien Heenan in State (Va. = 100) General Virginia 
SS repay Property Tax Policy 
1940 1945 1940 1945 1940 1945 1940 @ 1945 > 
(1) (2) (3) (4) (5) (6) (7) (8) 
Alabama ..... $1.33 $0.84 $30.49 $23.83 72 67 $1.85 $1.25 
Florida ....... 2.65 1.54 46.02 39.79 109 111 2.43 1.39 
Georgia ...... 1.99 1.33 4068 3261 96 91 2.07 1.46 
Kentucky 1.04 1.10 47.32 43.90 112 123 0.93 089 
North Carolina 1.97 1.15 35.72 26.64 85 74 2.32 1.55 
South Carolina 1.93 1.08 4288 32.28 101 90 1.91 1.20 
Tennessee .... 1.00 1.03 4683 38.45 111 107 0.90 0.96 
Virginia ...... 0.60 0.60 4226 35.78 100 100 0.60 0.60 
West Virginia. 0.74 0.91 3181 28.63 75 80 0.99 1.14 





Source: Computed from data supplied by the ra 
the Census, Governmental Finances in 
States: 1940; and State Finances: 1945. 

® (Column 1+ Column 5) X 100. 

> (Column 2+ Column 6) X 100. 


ilroads and information secured from Bureau of 
the United States: 1942; Financial Statistics of 








that an adjustment should be made both 
for differences in property tax policy 
and for differences in general taxable 
capacity. A computation, the results 
of which are shown in the last two 
columns of Table 4, is made to facilitate 
such a comparison. Examination of 
the first two columns of Table 2 and 
the last two columns of Table 4 brings 
out some rather striking changes in the 
relative total railroad tax load per $100 
of operating property after adjustments 
for differences in both the ratio of total 
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greater increase, Kentucky’s apparent 
load after the adjustment is greater than 
the load in West Virginia; before the 
adjustment, West Virginia appeared to 
have relatively higher railroad taxes than 
those in Kentucky. Similar changes in 
apparent relative tax load occurred in 
1945 between Florida and Alabama, 
West Virginia and Alabama, and Ken- 
tucky and Tennessee. 


Methods of Computing Comparisons 


The coverage of data employed in pre- 
vious paragraphs and in the tables of this 


TABLE 4 


RELATIVE Rartroap Tax Loap ArreR ADJUSTMENT IN OTHER STATES TO REFLECT VIRGINIA RELATION 
oF Property Taxes To Tota TAXES AND TO VIRGINIA Ratio or STATE AND 
Loca, Taxes To INcoME PAYMENTs, 1940 AND 1945 








Relative Total Railroad 


Index of Relative Total 


Relative Total Railroad 








Taxes per $100 Railway Railroad Taxes After Tax Load per $100 Operat- 
Operating Property After Each OtherStateIsAd- ing Property after Adjust- 
Stat Each Other State Is Ad- justed to Virginia Ratio ment for Both Income 
ate _justed to General Vir- of Taxes to Income Payments and Differences 
ginia Property Tax Policy Payments (Va. = 100) in Property Tax Policy 
1940 4 1945 b 1940 1945 1940 ¢ 1945 4 
(1) (2) (3) (4) (5) (6) 
Alabama ...... $2.25 $1.78 161 115 $3.62 $2.05 
fo ———e 2.54 1.45 214 122 5.35 1.77 
Georgia ....... 2.12 1.94 222 161 4.71 3.12 
Kentucky ..... 1.01 1.03 210 93 2.12 0.96 
North Carolina 3.56 3.31 266 185 9.47 6.12 
South Carolina 2.38 2.37 207 153 4.93 3.63 
Tennessee .... 0.97 1.08 95 94 0.92 1.02 
Virginia ...... 0.92 1.10 100 100 0.92 1.10 
West Virginia . 1.59 1.64 116 93 1.84 1.52 





Source: Computed from Tables 2 and 3. 


a (Column 1 of Table 2) — (Column 1 of Table 3) + (Column 7 of Table 3). 
b (Column 2 of Table 2) — (Column 2 of Table 3) + (Column 8 of Table 3). 


¢ (Column 1+ Column 3) X 100. 
4 (Column 2-- Column 4) X 100. 


taxes to income payments and in prop- 
erty tax policy. Only Tennessee in 
1940 and both Tennessee and Kentucky 
in 1945 show an apparent decrease in 
tax load after the adjustments. In 1940, 
both Kentucky and West Virginia show 
increases in tax load after the adjust- 


ments, but the increase is greater in the 
case of Kentucky. 


Because of this 


paper is subject to one distinct limita- 
tion. The statistics were originally 
developed for purposes of the report 
by the Research Director of the Virginia 
Public Service Tax Study Committee,” 
and in consequence the data refer only 


2 Taxation of Public Service Corporations in Vir- 
ginia (Richmond, November, 1947). 
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to railroads operating in Virginia.* For 


_ reasons peculiar to Virginia operations, 


the Louisville and Nashville was not in- 
cluded, and of course data for interstate 
carriers operating in southern states 
other than Virginia which have no lines 
in the Old Dominion are excluded. In 
all probability none of the omissions ex- 
cept that of the Louisville and Nashville 
would introduce a source of possible 
error of any considerable quantitative 
importance. However, the picture for 
some states might be somewhat altered 
by omission of statistics for decidedly 
weak carriers. In Tennessee, for ex- 
ample, the introduction of data respect- 
ing the taxes of the Frisco, the Middle 
Tennessee, the Mobile and Ohio, and the 
Nashville, Chattanooga, and St. Louis 
might influence the showing for that 
state. Technically, therefore, the data 
presented tend to throw some light on 
the comparative level of taxation in the 
several states but to answer more specifi- 
cally the question posed in the Virginia 
resolution.* 

Railway operating revenues and net 
railway operating income, standard ac- 
counts as prescribed for railroad reports 
to the Interstate Commerce Commis- 
sion, require no special definition. It 
should be noted, however, that railway 
operating revenues are allocated among 
states for present purposes exactly as for 
the carriers’ own management purposes. 
The techniques vary from road to road. 


8 Atlantic Coast Line; Chesapeake and Ohio; 
Clinchfield; Norfolk Southern; Norfolk and Western; 
Richmond, Fredericksburg, and Potomac; Seaboard; 
Southern; and Virginian. 


* Acts of the Regular Session of the General As- 
sembly of Virginia, 1946, House Joint Resolution 
Number 72. This resolution called for a comparison 
of Virginia taxes on railroad companies with taxes 
imposed on these companies in other states in which 
they operate. 
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It should also be noted that net railway 
operating income is allocated in the same 
way as property. The determination of 
property values used as measures of tax- 
able capacity does require some explan- 
ation. Briefly, the unit valuations of 
each railroad’s property made for use in 
this study are determined by computing 
an average of the capitalized earnings 
(weighted two) and of net stock and 
debt values (weighted one). The 
technical difficulty of employing capi- 
talized earnings is less, particularly in 
the case of these roads, than that inci- 
dent to using stock and debt values— 
hence the double weighting of capital- 
ized income as compared with the stock 
and debt summation. 

The rates of capitalization applied to 
the net railway operating income, as 
reported to the Interstate Commerce 
Commission, are 5.50 per cent for the 
years 1936-40, and 5.75 per cent for the 
years 1941-45. These rates of capitali- 
zation were selected on the basis of de- 
tailed studies conducted in the mid- 
1930’s and general knowledge of the 
capital-market situation later. The re- 
sults of the earlier studies suggested a 
rate of about 5.75 per cent. The earn- 
ings rate on the current value of rail- 
road securities declined during the late 
1930’s and then increased during the 
war period. The rates selected, there- 
fore, appear to be suitable rough aver- 
ages for the years used in these illustra- 
tions. A five-year basis of capitaliza- 
tion is used for 1940 and a ten-year 
basis for 1945.° 

The method of arriving at the value 
of stock and debt employed in these 


5 The method followed would overvalue most of 
the southern roads, but perhaps not the average of 
these particular ones. 
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computations involves a summation of 
the value of all stocks, bonds, and cur- 
rent liabilities. The values used for 
current liabilities are those which the 
companies reported annually to the In- 
terstate Commerce Commission. The 
accounts included in the standard classi- 
fication of current liabilities have 
changed from time to time, but the only 
important change during the period 
1936-45 was the transfer of “‘ taxes ac- 
crued ” to the current liabilities classifi- 
cation. An adjustment, therefore, was 
made to show taxes accrued as a current 
liability for all years, 1936-45. Non- 
operating property was deducted, largely 
on the basis of estimated value. 


Allocations to the various states are 
by the use of a composite of seven 


selected factors. Track-mileage, road- 
mileage, and reproduction-cost (less de- 
preciation) fractions are averaged in one 
group; car- and locomotive-miles, traffic 
units, gross receipts, and the average of 
tons of originating and terminating 
trafic fractions are averaged in another 
group. Use of the mean of the two 
groups as the composite factor allocates 
one-half of the value among the states 
on the basis of property factors and one- 
half on the basis of operating or use 
factors. The allocated values for all 
railroads operating in a particular state 
are the total operating property values 
used for comparing tax burdens among 
the states.® 


6 As has been implied already, there is no sugges- 
tion that the result of these techniques represents an 
appraisal of each carrier’s property. 
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THE ADMISSIONS TAX 


GEORGE E. LENT* 


: aoe wartime development of the 
tax on admissions into one of 
the major excises of the Federal Gov- 
ernment has aroused considerable inter- 
est in its revenue possibilities for local 
governments. Ideally adapted to local 
conditions, it has already been adopted 
by many communities and is under ser- 
ious consideration by others as a supple- 
mentary source of revenue. However, 
prior exploitation of this field by the 
Federal Government, at the present rate 
of 20 per cent, and by many states at 
rates as high as 10 per cent, raises a real 
question of possible conflict. It is the 
purpose of this article to explore the 
possibilities of inter-governmental co- 
ordination in this important area. First, 
however, it is believed desirable to re- 
view Federal experience in the adminis- 
tration of the admissions tax and to 
appraise the economic and equity char- 
acteristics of the tax. Such analysis 
should provide a better basis for the 
enactment of local taxes, and for the 
development of a program of Federal- 
local tax coordination. 


1. THE FEDERAL TAX ON ADMISSIONS 
The Tax Base 


The present Federal tax on admis- 
ions? h ined sub ially th 
sions as retained substantially the 
same form in which it was first enacted 
by the Revenue Act of October 3, 1917. 
This act included a tax on general ad- 
missions; leases of seats and boxes; and 


* The author is associate professor of economics at 
the University of North Carolina. 


1 Internal Revenue Code, Sec. 1709. 


admissions to roof gardens, cabarets, 
and other places of entertainment. 
While a legitimate member of the fam- 
ily of admissions taxes, the cabaret tax 
is not included in the present discus- 
sion. The cabaret tax was designed to 
reach payments for entertainment where 
the price of admission is included in the 
charge for food, beverage, and service.” 
Because of the difficulty of segregating 
the taxable “‘admission,” the base was 
arbitrarily fixed at 20 per cent of the 
total bill, exclusive of the “cover” 
charge subject to the general admissions 
tax. This was changed in 1941 to a 
flat charge on the entire bill. In 1918, 
the admissions tax was supplemented 
by special excises on tickets sold by 
proprietors and brokers for amounts in 
excess of the established price. These 
amendments were regulatory in char- 
acter and have never yielded any ap- 
preciable revenue. 

The general admissions tax is levied 
on the price which must be paid to gain 
admission to any place. Admissions to 
places of amusement constitute the gen- 
eral class of sales subject to tax. In 
general, the tax is based on the estab- 
lished price for each performance. 
Where free admissions, i.e., compli- 
mentary tickets, or reduced charges are 
allowed, the amount of tax is based on 
the full price charged: to others for sim- 
ilar accommodations.* Exceptions are 


2In 1941, the law was amended to read, “ refresh- 
ment, service, and merchandise,” Revenue Act of 
1941, Sec. $42 (e) (1). 


3 This policy was introduced in the Revenue Act 


of 1932. 
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made for children under twelve; bona 
fide employees; reporters, technicians, 
etc. engaged for special duties; and 
servicemen in uniform. In these cases 
free admissions are tax free and the tax 
on reduced rates is based on the reduced 
price.* 


Tax Rates and Price Exemptions 


Until 1943, the basic rate on general 
admissions remained unchanged at 1 
cent for every 10 cents or fraction 
thereof.° The wartime rate was in- 
creased to 1 cent for each 5 cents or 
major fraction thereof, where it remains 
today.® Admissions sold by proprietors 
for amounts in excess of established 
prices have been taxed at 50 per cent 
of the excess from 1917 until the pres- 
ent day. The excess of ticket broker 
sales above established prices is now 
subject to a rate of 20 per cent (form- 
erly 11 per cent). 

Although the tax rate remained un- 
changed for a period of twenty-five 
years, the history of admissions taxes 
has been characterized by periodic 
changes in price exemptions, as is 
shown by Table 1. 

Where the price of admission exceeded 
the exemption, the entire amount was 
subject to the tax. A general price ex- 
emption policy was first introduced in 
the Revenue Act of 1921. Successive 
increases in the price limit accompanied 
the general tax reduction program 
of the 1920’s until an exemption of 
$3.00 was reached in 1928. This 
amounted virtually to a repeal of the 
admissions tax until 1932, when it was 


4 Revenue Act of 1941, Sec. 541. 


5In 1928 a special tax of 25 per cent was levied 
on prize fight admissions if the amount was over 
$5.00. This tax was repealed in 1932. 


6 Revenue Act of 1943, effective April 1, 1944. 
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revived by a reduction in the exemp- 
tion to 40 cents. The defense tax pro- 
gram resulted in a lowering of the 
exemption to 20 cents in 1940 and its 
final elimination in the following year, 
No consistent policy can be inferred 
with respect to the purpose of price 
exemptions except that they reflected 
the changing standards of what consti- 
stuted “luxury” entertainment in con- 
sideration of the changing fiscal re- 
quirements of the Federal Government. 
They also measured the success with 
which the efforts of the powerful 
movie industry were rewarded by the 
Administration and Congress. 


TABLE 1 


GENERAL ADMISSIONS TAX EXEMPTIONS, SeE- 
LECTED ReveNvUE Acts, 1917-1941 








Revenue Act Exemption 





1917 $.05-.10 8 
1918 0 
1921 10 
1924 50 
1926 75 
1928 3.00 
1932 AO 
1940 20 
1941 0 





Source: Treasury Department, Federal Tar 
Rates, 1913-1940, pp. 496-97; Revenue 
Act of 1941, Sec. 541. 

a Admissions of 5 cents or less and of 10 cents 
or less in the case of amusement parks, rides, 
etc. were exempt in the 1917 act. Admissions 
of children under twelve years of age were 


taxed at 1 cent in 1917; at present they are ' 


tax free if the price is under 10 cents. 


Revenue Yield 


Between 1932 and 1947, total col- 
lections from the general admissions tax 
increased from $1.5 million to $392.9 
million, as is shown by Table 2. 

Inthe fiscal year 1947,collections from 
the cabaret tax of $63.4 million raised 
the total yield of admissions taxes to 
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$456.2 million, compared with a total 
of $1.9 million in 1932. This phenom- 
enal increase can be attributed to three 
factors—expansion of the national in- 
come, doubling of the tax rate, and, 
most important, final elimination of the 


TABLE 2 


GENERAL ADMISSIONS Tax COLLECTIONS,® 
FiscaL YEARS 1932-1947 


(Thousands of dollars) 











Fiscal Year Amount 
EN aes 2 $ 1,560 
BT A cas oes oak cepa 14,770 
RNs wd anwar 14,018 
cs chtacptana’s aot 14,425 
i SIRES eg Re 15,773 
I 2 18,185 
TR ee cr 19,293 
| RR Re op 18,028 
MS Ae ace «radeon 20, 
BEG ails «vce 68,618 
ee ee ee Pee 107,632 
IN hicg’s. 0 aechcnnitn RGR 138,054 
DRIES \ vs.ve bebe cates 178,563 
RR kieaditckeatewss 300,589 
es ae 343,191 
Be. whee ata menace 392,873 





Source: Joint Committee on Internal Revenue 
Taxation, Internal Revenue Collections 
from Specified Sources for the Fiscal 
Years 1918-19388; Annual Reports of 
the Commissioner of Internal Reve- 
nue; Treasury Bulletin, U. 8. Treasury 
Department. 


a Excluding cabaret tax. 
price exemption, which amounted to 
$3.00 in 1932. The effect of the re- 
moval of the exemption can clearly be 
seen by the increase in revenue to 
$14.8 million in 1933 with the re- 
duction in the price exemption to 
40 cents. The reduction from 40 
cents to 20 cents in 1940 more than 
tripled revenues, increasing them from 
$20.3 million in 1940 to $68.6 million 
in 1941. The elimination of the price 
exemption in 1941 largely accounted 
for an increase in revenues to $107.6 
million in 1942. Since then increases 


in admissions tax collections can be 
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attributed to the doubling of the rate 
in 1943 and to greatly increased ex- 
penditures for entertainment. 


Major Sources of Revenue 


The scope and variety of entertain- 
ment covered by the Federal tax on 
admissions is indicated in Table 3. In 
1945, the latest year for which detailed 


TABLE 3 


Paw ADMISSIONS: 1945 
(Millions of dollars) 








Amount® Per Cent 





Theater admissions 


Motion picture theaters . $1,125 766 
Legitimate theaters and 
OPONS cswin ceeebaews 84 5. 
Total, theater admis- 
OS Seer err FP $1,209 82.3 
Spectator sports 
College football ........ $ 29 
Professional sports ..... 31 2.1 
Other amateur sports ... 30 2.0 
Horse and dog race tracks 19 13 
Total, spectator sports $ 1 84 


Other 
Dancing, riding, skating, 


and swimming places $ 54 3.7 
Entertainment of non- 
profit organizations 
(except athletics) .. 52 35 
Amusement devices and 
QOMED . <canusveancas 24 16 
Ticket brokers, markups 6 0.5 
Toteh: Bie iis hn ods $ 136 93 





Total paid admissions $1,468 100.0 


Source: National Income, supplement to Sur- 
vey of Current Business, U. 8. Depart- 
ment of Commerce, July, 1947, p. 43. 


a Including admissions tax. 





estimates are available, total paid ad- 
missions amounted to about $1.5 bil- 
lion.” Of this amount, moving picture 


7 The Commerce Department estimates of paid ad- 
missions fall short of an estimate of $1.6 billions 
made on the basis of tax collections for the calendar 
year 1945. The estimates of the Department of 
Commerce for each category are probably subject to 
some error with respect to their coverage by the ad- 
missions tax, but this is believed to be slight. 








34 NATIONAL TAX JOURNAL 


attendance contributed 76.6 per cent. 
While somewhat less important than 
claimed by spokesmen for the industry 
—85 per cent*—the dependence of the 
revenue yield on movie admissions has, 
nevertheless, been very substantial, rang- 
ing between 75 and 80 per cent over a 
long period of time. The legitimate 
theater and opera contributed an addi- 
tional 5.7 per cent in 1945. More 
than four-fifths of total tax collections 
were, therefore, realized from theater 
admissions. In 1945, spectator sports 
accounted for 8.4 per cent of total paid 
admissions. With the relaxing of war- 
time restrictions on travel, however, it 
is likely that the relative importance of 
spectator sports has increased. All 
other admissions accounted for 9.3 per 
cent of the 1945 total. 


Exemption of Non-Profit Institutions 


Under the Revenue Act of 1917, ad- 
missions to activities for the benefit of 
religious, educational, and charitable 
organizations, and to agricultural fairs 
were exempt. These exemptions were 
extended in later acts to include con- 
certs conducted by civic membership 
associations, symphonic societies, etc., 
and performances for the benefit of the 
armed forces or other military reserve 
organizations, provided none of the 
earnings inured to the benefit of private 
individuals. In 1932, however, admis- 
sions to athletic games and exhibitions 
of colleges and universities, as well as 
to prize fights and similar activities of 


otherwise exempt institutions, were 


8See statement of Ted R. Gamble, Chairman, 
American Theaters Association, before Committee en 
Ways and Means, Hearings on Proposed Revision of 
the Internal Revenue Code, 1947-1948, Part I, Excise 
Taxes, p. 700. 
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made subject to the tax. The Revenue 
Act of 1941 finally terminated the 
exemption of all other institutions and 
thereby made the admissions tax uni- 
versal in its application. 

The exemption of non-profit institu- 
tions in the past raised serious problems 
of enforcement of the admissions tax. 
Many benefit performances were spon- 
sored by charitable and other exempt 
organizations when most of the pro- 
ceeds actually went to private promoters 
who supplied the entertainment. It 
was found virtually impossible in prac- 
tice to restrict the privilege to bona fide 
exempt organizations and the Bureau 
of Internal Revenue naturally does not 
desire a return of these problems. 

The elimination of exemptions by the 
Revenue Act of 1941, however, created 
a new problem of discrimination against 
religious, charitable, and other similar 
non-profit institutions. This arose be- 
cause the purchaser of tickets to benefit 
performances is frequently expected to 
make a contribution which is incorpo- 
rated in the pyice of admission. While 
it was admitted by the Treasury De- 
partment that the portion of the charge 
in excess of the established commercial 
price should not, in principle, be taxed, 
it was exceedingly difficult to accom- 
plish this without subjecting the priv- 
ilege to abuse. The Bureau of Internal 
Revenue finally sanctioned a method by 
which the “contribution” may be legal- 
ly exempted by stating separately on 
a reservation blank the regular price 
and the contribution expected.?° 


9 Revenue Act of 1932. 


10 The technical requirements are as follows: (1) 
It is mecessary to state specifically that the tickets 
may be obtained without making a contribution; (2) 
no indication should be made that the form of ticket 
was devised to meet the Bureau requirements; (3) 
supplementary literature would be subject to the same 
interpretation. 
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The constitutionality of the tax on 
admissions was challenged by state gov- 
ernments and agencies which were re- 
quired to collect the tax on admissions 
to sporting and other events conducted 
by them. In 1938, the Supreme Court 
held that immunity from Federal taxes 
does not extend to business enterprises 
conducted by the state for gain. The 
court held that, “. . . the conduct of 
exhibitions for admissions paid by the 
public is not such a function of state 
government as to be free from the 
burden of a non-discriminatory tax 
laid on all admissions to public exhibi- 
tions to which an admission fee is 
charged.” This significant doctrine 
made it possible for the Federal Gov- 
ernment to levy taxes on the proprietary 
activities of states and municipalities 
and their agencies on the same basis as 
a private business. 


Tax Avoidance and Discrimination 


Since the removal of exemptions by 
the Revenue Act of 1941, admissions 
taxes have covered virtually all com- 
mercial entertainment. Taxes on en- 
tertainment in cabarets and similar 
places and on club dues and initiation 
fees” help round out the field of close 
substitutes. Many borderline cases of 
avoidance have arisen where the applic- 
ability of the tax has been clarified only 
as the result of administrative and court 
decisions over a long period of time. 
A residue of situations still remains, 

11 Allen v. Regents of the University System of 
Georgia, 304 U. S. 439. In this case the taxability 


of admissions to athletic events conducted by state 
universities was at stake. 


12 Dues, membership, and initiation fees paid to 
any social, athletic, or sporting club were first taxed 
by the Act of 1917. At the present time a tax of 20 
Per cent applies to such charges in excess of $10. 
Sec. 1710 as amended by Sec. 543 (a) of the Revenue 
Act of 1941. Total collections in the fiscal year 1947 
amounted to $23.3 million. 


THE ADMISSIONS TAX 35 


however, where avoidance is alleged to 
exist. In addition there is a much 
larger area of competitive recreation 
and entertainment which either escapes 
taxation entirely or is taxed at prefer- 
ential rates by the Federal Government. 

The definition of what constitutes 
“admission to any place” ** has caused 
the Bureau of Internal Revenue some 
difficulty. The law specifically includes 
charges for seats and tables and similar 
accommodations but does not specify 


‘ whether the rental of certain facilities 


should be included or not.’* Several 
court decisions have clarified the applic- 
ability of the tax to such charges if 
they include the right of admission.” 
If admission is allowed at a lower price 
to those who do not rent the equipment, 
this charge constitutes the tax base.!® 

The same rule applies to the use of 
transportation facilities. A toll charge 
on a private road leading to a resort 
was judged to be levied actually for 
the privilege of using the amusement 
park and not the road,” but a charge 
for transporting guests to an island 
where a private beach is maintained is 
a bona fide transportation expense and 
not an admission.** The distinction 
apparently hinges on whether access 
to the area in question can be gained 
without paying the toll. While the 


13 Internal Revenue Code, Sec. 1700(a) (1). 
14 Internal Revenue Code, Sec. 1704. 


15U. §. v. Koller, et al, 287 Fed. 418 (W. D. 
Wash. 1921); appeal dismissed 260 U. S. 757; Twin 
Falls Natatorium v. U. S., 22 Fed. (2d) 308, S. T. 
859, 1937, 1 Cum. Bull. 334. 


16 Bureau of Internal Revenue, Regulations 43, 
p. 6. 


17 Chimney Rock Co. v. U. S., Cum. Bull. V1-2, 
303-304 (1927). 


18 Huguenot Yacht Club v. U. S., 32 F. Supp. 387 
(S. D. N. Y., 1940). 
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toll road represented an exclusive en- 
trance to an amusement park, the boat 
ride did not. 

The position taken by the Bureau of 
Internal Revenue with respect to the 
student activities fees has been less con- 
sistent. While the activities fee of a 
college student was not considered an 
admission charge,’ a similar amount 
paid by high school students was held 
taxable.*° This anomalous situation 
was finally remedied in 1945 by im- 
posing the tax on all student fees repre- 
senting amounts paid for admissions.”* 
The charge applicable to admissions may 
be separated from that covering other 
activities, and taxed separately. 

The tax on admissions cannot be 
easily avoided by calling the entrance 
charge a “contribution.” In the case 
of a political meeting, free admittance 
could be gained to the place but the 
seats were allocated on the basis of the 
contribution made, ranging from $.50 
to $2.00. The tax was, therefore, levied 
by the Bureau according to the con- 
tribution.”” 

Because of the restricted definition of 
admissions, charges for the use of public 
golf courses and tennis courts now es- 
cape taxation. Charges paid by a guest 
for the use of facilities of a private club 
are also non-taxable.”* There appears 
to be no justification for this exclusion 


"19 S. T. 563 Cum, Bull. XI-2, 522. 


20“ Tax on admissions to athletic games and other 
entertainment conducted by High Schools,” B.I.R., 
Coll. No. 5289, November 22, 1941. 


21“ Tax on admissions to athletic games and other 
affairs conducted by schools,” B.I.R. Mim. 5843, 
March 21, 1945. 


22. M. 2853, Cum. Bull. IV-1, 294 (1925). 
23 B.I.R., Regulations 43, p. 25. 
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except the designation of these charges 
as fees for the use of the course oy 
court. Since such fees are equivalent 
to an admissions charge to a swimming 
pool or ice skating rink, now taxable, 
the definition of admissions should 
probably be broadened to _ include 
“green” fees and tennis fees as well. 

Many places of amusement and recre-. 
ation are alleged to avoid the admissions 
tax by charging only for the use of 
facilities.°* Among these places are 
“bingo” games, where a charge is made 
for cards; “taxi” dance halls, where a 
separate charge is made for each dance; 
and roller skating rinks, where there is 
a fee for the use of skates. The regu- 
lations are designed to prevent evasion 
of the tax where a charge for the us 
of facilities includes the right of ad- 
mission. It is probable, therefore, that 
the law is being violated in the latter 
two instances, if not so clearly violated 
in the case of “bingo” games. Since 
“bingo” is in the nature of a lottery, 
conducted largely by religious and char- 
itable institutions, its taxation would be 
difficult to justify. 

Bowling alleys and pool parlors are 
now taxed by annual excises of $20 for 
each alley and pool table.** Since these 
services are in close competition with 
many types of recreation subject to the 
admissions tax, they should, in principle, 
carry an equivalent rate of tax in order 
to avoid discrimination. The prefer- 
ential tax position of these places is in- 
dicated by the total revenue yield in 
the fiscal year 1947 of $4.5 million, * 


24 Hearings, Revenue Act of 1941, Committee on 
Ways and Means, p. 889. 


25 Internal Revenue Code, Part X, Sec. 3268. 


26 Treasury Bulletin, November, 1947, p. 54. 
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compared with a potential yield of at 
least four times this—$18 million—at 
a tax of 20 per cent on gross receipts.” 
Not only would replacement of the 
present flat excises by a gross receipts 
tax of 20 per cent achieve equalization 
with taxes on other places of entertain- 
ment, but it would better enable pro- 
prietors to shift the tax to patrons in 
the charges made for the use of facil- 
ities. One possible objection to the 
employment of a gross receipts tax is 
the problem of enforcement. Whereas 
pool tables and bowling alleys cannot 
be concealed, gross receipts may be 
easily hidden. 


Enforcement Procedure 


Administration of the admissions tax 
has presented few difficulties, according 
to the Bureau of Internal Revenue.*® 
Its enforcement requires a detailed ex- 
amination of the number of tickets 
sold, the daily performance for which 
sold, records of free or reduced admis- 
sions, number of unsold tickets for each 
performance, and refunds or credits 
claimed. Proprietors are required to 
keep records for all these items. 

Control over the places of amuse- 
ment is exercised by the requirement 
that all places subject to the tax secure 
a certificate of registry and post it con- 
spicuously in the place of business. 
Reports are mailed monthly to these 
places, the names of which are, in some 
districts, kept in an addressograph file 


27 Latest estimates of consumer expenditures in bil- 
liard parlors and bowling alleys are for the year 1945, 
and amounted to $92 million. National Income, sup- 
plement to Survey of Current Business, July, 1947, 
p. 43, 


28 Reports of the Miscellaneous Tax Unit upon 
the History and Application of the Various Miscel- 
Taxes,” 1936, p. 180. 
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until a return marked “final” is filed. 

Enforcement of the law is assisted by 
the requirement that the admission 
price and tax be printed separately on 
the tickets and that they either be ser- 
ially numbered or show the date for 
which valid.” All ticket printers are 
expected to observe these regulations 
and to make reports to the district col- 
lector regarding the tickets printed. 
Such reports include the name of the 
customer, number of tickets printed, 
opening and closing serial numbers, and 
samples of the tickets.*° While no pen- 
alty attaches to the printer for failure 
to observe these rules, the exhibitor may 
be held liable for their violation. Ac- 
cording to the Bureau of Internal Rev- 
enue, the cooperation of the printers 
has been very satisfactory. 


The law is enforced by the local col- 
lectors. In only one district, New 
York City, has a special field staff been 
maintained. This special force is oc- 
casioned principally by the existence of 
an unusual number of ticket brokers 
in the New York market. In other 
areas, spot checking is done by Treasury 
agents. Investigation is made of viola- 
tions of the law both as a routine matter 
and on the basis of reports of evasion. 
In some districts the agents are required 
to collect a monthly quota of taxes 
which are delinquent or are being 
evaded. 

Special investigations conducted in 
metropolitan areas are reported to have 
produced excellent results, both with 
respect to increased collections and in 
securing greater compliance with the 


29B.LR., Regulations 43, p. 20. 


30“ Requirements regarding the printing of 
tickets,” Mim. 5145, Cum, Bull. 1941-1, p. 457. 
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law." A number of convictions were 


obtained for failure to collect or report 
the proper amount of tax or otherwise 
comply with the law. While it is 
claimed that evasion is not serious, it is 
questionable whether much detailed 
auditing or checking is practiced be- 
cause of the limited personnel. In view 
of the results claimed for the field staff 
in New York City, further development 
of such staffs in other areas would ap- 
pear to be necessary to enforce the law 
effectively. 


Liability for the Tax 


An unusual feature of the admissions 
tax is that it is levied directly on the 
consumer and required to be collected 
by the amusement operator. Failure 
to collect the tax by the latter therefore 
raises a nice question of law. Under 
the present law, the proprietor may be 
held liable only in case of “willful fail- 
ure” to collect the tax, in which case 
the tax may be assessed in addition to a 
fine.** Because of the difficulty of 
proving that failure to collect the tax 
is deliberate it has been proposed to 
eliminate the word “willful.” The 
principal objection to this change is that 
the word “willful” is strongly imbedded 
in the Internal Revenue Code, not only 
with respect to the admissions tax but 
other taxes as well. 

Since the proposed change would be 
equivalent to holding the proprietor 
responsible for payment. of the tax, 
whether collected or not, it would be 
preferable to hold him liable in fact 
rather than in name only. Instead of 


31 Report of the Commissioner of Internal Reve- 
nue, 1941, p. 29. 


32 Internal Revenue Code, Sec. 1718. 
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requiring the proprietor to be a collect. 
ing agent for the Government, the tax 
should probably be levied directly on 
him and shifted to the consumer. This 
practice would make the liability for 
the admissions tax consistent with the 
practice in levying the other major re- 
tail sales taxes on furs, jewelry, and 
toilet preparations. At the present 
time the only excises levied on the con- 
sumer are those on admissions, club dues 
and initiation fees, transportation of 
persons, and telephone charges. There 
is no problem of enforcement in the last 
two cases because of the relatively small 
number and large scale of the enterprises 
concerned. The liability for the cab- 
aret tax was only recently transferred 
from the patron to the vendor,** and 
there appears to be no good reason why 
the same practice should not be adopted 
for the general admissions tax as well. 


2. DISTRIBUTIONAL ASPECTS 
Relationship to Income Class 


No particular levy can be evaluated 
in a vacuum, but the prejudices of the 
taxpayer may be better satisfied by some 
excises than by others, depending on the 
popular conception of whether they 
bear more or less upon the necessities of 
life. In this respect entertainment ap- 
pears to find a rather high place in the 
hierarchy of “non-essentials,” albeit not 
one of those commodities “which poor 
people ought to do without and 
won't.” *4 This view is fairly well sup- 
ported by the moderately progressive 
relationship of expenditures on admis- 
sions to the size of income, within limits, 
as shown in Table 4. (If expenditures 


33 Revenue Act of 1941, Sec. 542. 


84 Henry C. Simons, Personal Income Taxation 
(Chicago: University of Chicago Press, 1938), p. 41. 
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on that more conspicuous element of 
consumption manifested in cabarets 
were included, the degree of progession 
would undoubtedly be enhanced.) 
Analysis of urban family and indi- 
vidual expenditures in 1941 shows that 
average paid admissions increased as a 
percentage of income from about 1.2 
per cent for the lowest income class to 
about 1.6 per cent of the $3,000-$5,000 
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from these data that the admissions tax 
is roughly progressive up to the $4,000- 
$5,000 income level, where it becomes 
regressive. 

The admissions tax may thus be de- 
fended on equitable principles as an in- 
tegral part of a tax system which relies 
heavily on the income tax for its main 
support.*® While perhaps not well arti- 
culated with the personal income tax, it 


TABLE 4 


AVERAGE EXPENDITURES ON Pain ADMISSIONS BY MoNeEy INCOME C1ass, 
Ursan FaMILies AND SINGLE CoNSUMERS: 1941 

















I Cl Average Family Expenditure Per Cent of Income 
se Movies Other Total Movies Other Total 
Under$ 500 ..... $ 3.31 $ 33 $ 3.64 1.07 Al 1.17 
$ 500- 1,000 ..... 7.15 1.34 8.49 0.97 18 1.15 
1,000- 1,500 ..... 14.00 2.23 16.23 1.12 18 1.30 
1,500- 2,000 ..... 20.68 3.36 24.04 1.18 19 137 
2,000- 2,500 ..... 24.88 5.60 30.48 1.11 25 1.36 
2,500- 3,000 ..... 36.71 5.05 41.76 1.34 18 1.52 
3,000- 5,000 ..... 49.52 11.79 61.31 1.32 32 1.64 
5,000- 10,000 ..... 57.02 25.80 82.82 0.92 Al 1.33 
Over 10,000 ..... 71.23 66.84 138.07 50 A7 0.97 





Source: Family Spending and Saving in Wartime, U. S. Department of Labor, Bureau of Labor 
Statistics, Bulletin No. 822 (1945), pp. 102, 184. 


income class, and thereafter declined 
with an increase in income.** The 
relative importance of movie entertain- 
ment to lower income groups is clearly 
shown by the fact that other types of 
admissions, while considerably less in 
the aggregate, tended to equal movie 
admissions for those with incomes in ex- 
cess of $10,000. It may be concluded 


85 Earlier data for the period 1935-1936, which 
included both urban and farm expenditures, showed a 
similar relationship but at a lower percentage of in- 
come for all income classes, which tended to level off 
at about 1.2 per cent for groups between $1,500 and 
$5,000 income. Disparity with the later study can 
probably be accounted for by the inclusion of farm 
families and of non-cash income. National Resources 
Planning Board, Family Expenditures in the United 
States, Statistical Tables and Appendices (1941), 
p. 43. 


provides a progressive element of tax- 
ation within that area not reached by 
direct taxes. The operation of the 
graduated income tax may, in fact, be 
one of the important factors (together 
with increased rate of saving) limiting 
the progressive relationship of admis- 
sions to size of income. 


Coverage 


The admissions tax is fairly compre- 
hensive in, its coverage. Estimates for 
1934-1936 disclose that about 80 per 
cent of all families attended movies at 
least once a year, but that attendance 


36In the fiscal year 1947, admissions taxes 
amounted to 1.0 per cent of total Federal tax collec- 
tions and income taxes to 72.8 per cent. Treasury 
Bulletin, December, 1947, pp. 50, 53. 
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varied from 65 per cent of the lowest 
income group to 94 per cent for those 
with incomes above $10,000.%" Spect- 
ator sports were appreciably less pop- 
ular, with the percentage of families 
attending ranging from 10.6 per cent 
to 34.0 per cent.**> Data for 1941 show 
that admissions by urban families to all 
entertainment other than movies in- 
creased from 5.1 per cent to 82.4 per 
cent for the largest income class stud- 
ied.** It is impossible to determine 
from reported data how exclusive the 
above estimates of attendance are in the 
different categories. Nevertheless, it ap- 
pears that the various forms of commer- 
cial entertainment for which admissions 
are paid are fairly universal in their en- 
joyment, and that their taxation secures 
some contribution to public revenues 
from perhaps 85 to 90 per cent of in- 
come units—families and individuals. 


3. INCIDENCE AND EFFECTS 


The probable incidence of a tax on 
admissions is governed by many factors 
peculiar to the nature of the product, 
the structure of the amusement indus- 
try, and the levy itself. The fact that 
the impact of the tax is legally on the 
patron and collected as a separate 
charge is conducive to its shifting but, 
of course, does not preclude absorption 
by the industry of at least part of the 
tax through price adjustments. This, 
in theory, appears to be the case, in the 
short run, if not in the long run. Un- 
fortunately, limitations of published 
data, particularly price series, do not 


87 Money Disbursements of Wage Earners and 


Clerical Workers, Bureau of Labor Statistics, Bulletin 
No. 638, Table A-10. 


38 [bid. 
39 B.L.S. Bulletin No. 822, op. cit., p. 184. 
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permit any inductive verification of the 
theoretical conclusions. The following 
deductive analysis will be limited to the 
movie industry, for which most infor- 
mation is available, and which accounts 
for the preponderant portion of all ad- 
missions. 

Each film is a unique product, the 
basis of whose appeal is a combination 
of monopolized talent and ingenious 
script, more or less artfully directed 
and produced. Differentiation is fur- 
ther enhanced by the fullest develop- 
ment of all the known techniques of 
publicity and advertising. In addition, 
the film is leased for exhibition in an 
exclusive market, at discriminatory 
prices and terms which are calculated 
to produce maximum profits. 

The industry is dominated by a few 
major producers who account for vir- 
tually all important feature pictures. 
The’ retail market, at the other end, is 
characterized by a small number of 
outlets in each city or town, segregated 
to some extent into first run downtown 
and second run neighborhood houses. 
The most important of these, estimated 
to account for 59 per cent of box office 
receipts in 1939,*° are owned or con- 
trolled by five large integrated com- 
panies. Considerable territorial divison 
of the market is evidenced in this own- 
ership.*? 


The integrated companies, by reason 
of their control of production and 
strategic location of outlets in metro- 
politan areas and large cities, are in a 


40 International Motion Picture Almanac, 1941. 
Other estimates place the concentration as high as 70 
per cent. 


41 The Motion Picture Industry—A Pattern of 
Control. T.N.E.C. Monograph No. 43 (Washington, 
D.C., 1941), pp. 9-15. 
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position to dictate the price policy (and 
profits) of independent exhibitors. This 
control has been perfected by all pro- 
ducers through a variety of techniques, 
whether incorporated in the film rental 
contract or not. Rental charges are 
based on a fixed fee or percentage of 
gross, or both. For most Class A pic- 
tures, these charges are determined on 
the basis of box office appeal as evi- 
denced by advance showings. Since 
the difference between the success and 
failure of a picture is ordinarily depend- 
ent upon the revenue from second-run 
exhibitions, the price differential, length 
of run, and “clearance,” i.e., the time 
elapsing between two runs, are carefully 
adjusted to yield the maximum revenue. 
Because of the nature of this control, 
independents are considerably circum- 
scribed not only in their pricing policies 
but also in the quality of their offerings, 
for which they contract in advance by 
“block-booking,” i. e., by taking blocks 
of pictures in the selection of which 
there is frequently little choice.** 


The pricing of admissions is thus 
conducted under a set of conditions 


42 These conditions remain virtually unchanged 
despite a consent decree entered in 1940 for the 
elimination of various monopolistic practices. U.S. v. 
Paramount Pictures, Inc., et al., Civil Action No. 
87-273, in the District Court of the U. S. for the 
Southern District of New York, November 14, 1940. 
This decree was revoked December 31, 1946, and a 
new decree entered dismissing all complaints based on 
acts as producers. In April, 1947, a stay was granted 
(which holds until final determination by the 
Supreme Court) with respect to minimum price fix- 
ing, “ clearance” system, competitive bidding, block- 
booking, and arbitration system. According to one 
authority, this stay had the effect of reverting to the 
status quo ante September, 1940. Robert A. Brady, 
“The Problem of Monopoly in the Motion Picture 
Industry,” Amnals, American Academy of Political 
and Social Science, November, 1947, p. 135. 
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which can best be described as one of 
monopolistic competition supplemented 
by substantial elements of oligopoly.“ 
As a result, the industry has been able 
to realize appreciable excess profits 
through its pricing policy. The im- 
position of a sales tax under these cir- 
cumstances is likely to result in the 
immediate increase in the cost of ad- 
missions by the amount of the tax. 
Within the short run period, however, 
a downward adjustment of prices (ex 
tax) is likely if the industry was previ- 
ously realizing its maximum profit. 
The extent of price readjustment would 
depend, of course, on the degree of 
uniformity in pricing among members 
of the industry, the character of costs, 
as well as the elasticity of demand for 
entertainment in general and the extent 
of decline in attendance experienced by 
each firm. In theory, then, prices (in- 
cluding tax) would tend to be raised 
in the short run by an amount less than 
the tax.** 

This result would be reinforced by 
two other factors peculiar to the ad- 
missions tax: the fact that it is an ad 
valorem rather than a specific levy and 
that it discriminates against one par- 
ticular class of consumer expenditures 
rather than applying uniformly to all 
expenditures as in the case of a general 
sales tax. The amount of price in- 
crease occasioned by an ad valorem levy 

43 See John F. Due, The Theory of Incidence of 


Sales Taxation (New York: King’s Crown Press, 
1942), pp. 9-10. 


44 Ibid., pp. 61-63. Testimony of theater owners 
before the Committee on Ways and Means empha- 
sized the sensitivity of attendance to price changes 
and the likelihood that the admissions tax is absorbed. 
While undoubtedly exaggerated there is probably an 
element of truth in the claim. Hearings, Part I, 
Excise Taxes, May 29, 1947, p. 215. 
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is generally agreed to be less than that 
of an equivalent specific tax.*° Tax 
discrimination against particular com- 
modities also tends to inhibit price 
changes because of the diversion of de- 
mand to other non-taxed products. 


Since the shifting of the tax, whether 
fully or partially, can be accomplished 
only by a reduction in theater attend- 
ance (assuming no shifts in demand) 
excess profits would be reduced in the 
short run and many firms would prob- 
ably leave the industry. In view of the 
relative fixity of exhibition costs, most 
of the burden of the reduced volume 
would probably be borne by the exhib- 
itor.“° The possibility remains, how- 
ever, of part, at least, of this loss being 
absorbed by the producer in lower film 
rentals. Reductions may also be made 
through production economies, quality 
changes, and curtailment of special 
features. 


With the exit of movie outlets over 
a period of time (or with a long run 
shift in demand) a new equilibrium 
will be established by the movie in- 
dustry at a point where capacity is ad- 
justed to demand at a price sufficient 
to recover previous monopolistic profits. 
In the long run, then, the industry 
would probably shift the entire amount 
of tax forward in higher prices.** The 
new level of prices would be higher by 


45 Due, op. cit., pp. 94-95; Albert L. Meyers, 
Modern Economic Problems (New York: Prentice- 
Hall, Inc., 1941), p. 43. 


46 Committee on Ways and Means, Hearings, op. 
cit., p. 206. The percentage allocation of film exhi- 
bition income is estimated as follows: film rental, 35 
per cent; real estate, 20; payroll, 16; advertising and 
publicity, 8; electricity and heat, 8; other taxes and 
insurance, 4; extra attractions, 3; interest and profits, 
6. Estimated by Film Facts, 1942. 


47 Due, op. cit., pp. 76-82. 
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an, amount equal to the tax if constant 
cost conditions are found in the in- 
dustry. 

The short-run implications of a re- 
duction in admissions taxes under pres- 
ent conditions may be inferred from 
the above analysis. If the capacity of 
the industry is in equilibrium with de- 
mand at existing prices, any reduction 
of the tax rate would tend to be ac- 
companied by an equivalent increase in 
admission prices. Loss in tax revenue 
would thus tend to be converted into 
higher profits by the amusement indus- 
try in the short run. Because of their 
monopolistic control over the exhibitor 
it is likely that these windfall profits 
would be recaptured by the producers 
through higher film rental charges. 


4. STATE ADMISSIONS TAXES 
Taxes on General Admissions 


Connecticut was the first state to tax 
general admissions, with its levy of 
1921, which was shared with the coun- 
ties.*® This was a supplementary rate 
equal to one-half the Federal tax 
liability. With the increase in Federal 
price exemptions of the 1920’s, revenues 
virtually disappeared and the tax was 
repealed as of July 1, 1929.%° The 
license tax based on seating capacity, 
enacted in 1927, was continued, how- 
ever, and is still in effect. South Car- 
olina introduced a tax on admissions 
in 1923 and Mississippi in 1930. Al- 
though both excises are still in effect, 
South Carolina has since exempted mov- 
ing picture theaters, which are now sub- 
ject to a tax on seating capacity. 


48 R. B. Tower, Luxury Taxation and Its Place in 
a System of Public Revenues (Albany: Tax Commis- 
sion of the State of New York, 1931), p. 63. 


49 Tbid. 
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By the end of 1947, all but eight 
states °° and the District of Columbia 
had taxes on admissions of one category 
or another. Of these, twenty-three 
states levied uniform taxes on admissions 
to entertainment in general, supple- 
mented in nine cases by special excises 
on admissions to either racing meets or 
boxing matches or both. As can be 
seen in Table 5, most of the rates are 
rather modest. The gross receipts taxes 
of Maryland, Indiana, and Montana 
are negligible. The most frequent rate 
is 2 per cent, employed by thirteen 
states; two states now have a rate of 3 
per cent, and one, Louisiana, an annual 
gross receipts tax which approximates 
§ percent. In only four states does the 
tax rate appear to be high enough to 
raise a serious problem of duplication 
of the Federal tax, and in each of these 
cases the real rate is mitigated somewhat 
by special exceptions: Kentucky pro- 
vides an exclusion for the first 10 cents 
of admission; Mississippi has a prefer- 
ential rate for admissions under 25 
cents; South Carolina exempts moving 
picture theaters which pay an annual 
license tax on seating capacity; and 
Texas exempts general admissions under 
51 cents. 

In about one-half the states, exemp- 
tion is provided for entertainment of 
non-profit organizations (with some 
qualifications) ; about one-third of the 
states exempt admissions to fairs. Price 
exemptions for admissions under cer- 
tain amounts are also provided, probably 
for the most part under the bracket 
system of state sales taxes. In only 


50 Colorado, Connecticut, Georgia, Nevada, New 
Hampshire, Oregon, Vermont, Virginia. Two of 
these, Connecticut and Virginia, impose license taxes 
based on seating capacity. 
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one state, Texas, is any substantial price 
exemption given—51 cents. An ex- 
clusion of the first 10 cents is a dis- 
tinctive feature of the Kentucky tax. 


TABLE 5 
Strate TAxes ON GENERAL ADMISSIONS 











Rate State 
05 percent Maryland 
1 percent Indiana® 
1.25 per cent Montana» 


Alabama, Arizona, Arkansas, 
Iowa, Kansas, Missouri, New 
Mexico,* North Dakota, 
Oklahoma, South Dakota, 
Utah, West Virginia, Wyom- 


2 ~=sper cent 


ing. 
3 percent North Carolina,¢ Tennessee 
5 percent Louisiana 


1 cent for each ae ; 
10 cents Kentucky,¢ Mississippi,f South 


Carolina,¢ Texas & 





Source: Commerce Clearing House, Corpora- 
tion Tax Service; Tax Systems of the 
World, 1947. 

a Levied under gross receipts tax. 

bIn excess of $5,000 gross receipts each 
quarter. 

¢ Moving picture theaters exempt from ad- 
missions tax but taxed separately by excise 
based on seating capacity. 

4 Annual license tax, based on gross receipts, 
which approximates 5 per cent. 

e First 10 cents of admissions up to $1.00 ex- 
cluded from tax; $1.01 and over—10 cents 
plus 1 cent for each 25 cents. 

f One-half cent for each 10 cents under 25 
cents. 

& Applies only to admissions in excess of 51 
cents, except racing. 

It is a curious fact that many of the 
general sales tax states have neglected 
to bring entertainment within the sys- 
tem. While the omission largely arises 
from the conventional definition of 
sales to include only transfer of title to 
tangible goods, it would be easy to in- 
clude admissions as well, as many other 
states have done. Nevertheless, Colo- 
rado, Connecticut, Michigan, California, 
Illinois, Rhode Island, and Washington, 
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and now Ohio, have no corresponding 
general tax on admissions. Several of 
these states impose license taxes on cer- 
tain amusements or special gross receipts 
taxes on boxing or racing and others 
have withdrawn from the field in favor 
of local governments.°* North Caro- 
lina eliminated the 3 per cent tax on 
admissions to shows in 1943. While 
this was accompanied by an increase in 
the license tax based on seating capacity, 
the revenues were reduced more than 
60 per cent. - 


Excises on Boxing, Wrestling, 
and Racing 


Horse racing, boxing, and wrestling 
have long been a favorite object of tax- 
ation. Not only do many states with- 
out general admissions taxes exact a 
tribute from these spectator sports, but 
nine of the states described above single 
out at least one of these sports for 
special rates. Either because of moral- 
istic distinctions or because these sports 
are regarded as evidences of conspicu- 
ous consumption, less restraint has been 
shown in their taxation than in the 
case of more conventional amusements. 
The result has been the imposition of 
rates appreciably higher than admis- 
sions taxes generally—so that Federal- 
state duplication is more prominent 
(although not necessarily more serious) 
in this area than elsewhere. 

Admissions to horse racing are taxed 
at the following rates in the twelve 
states specially taxing such admissions:°” 

10 per cent—Arkansas,** Idaho, New 
Jersey, New Mexico, Texas; 


51 See infra. 


52 Commerce Clearing House, Corporation Tax Ser- 
vice; Tax Systems of the World. 


53 Or 10 cents whichever higher. 
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15 per cent—Florida, New York; 

10 cents per admission—Louisiana; 

1§ cents per admission — Kentucky, 
Nebraska; 

20 cents per admission — Delaware, 
Illinois. 

While boxing, sparring, and wrest- 
ling matches are taxed by more states 
(twenty-one) than racing (twelve) 
the typical tax is § per cent of gross 
receipts compared with 10 per cent for 
the latter. Rates on boxing and wrest- 
ling admissions are summarized as fol- 
lows: ™4 

3 per cent—Maine, Texas; 

§ per cent — Delaware, Kentucky, 
Louisiana, Massachusetts, Nebraska, 
New York, North Dakota, Pennsyl- 
vania, Washington, West Virginia, Wis- 
consin; 

10 per cent—California, Idaho, Illi- 
nois, Indiana, Michigan, Minnesota, 
New Jersey, South Dakota. 

In addition to the above taxes levied 
either on admissions or gross receipts, 
these sports events are typically subject 
to special flat or graduated license taxes. 
However, the revenues derived from 
both these sources pale into insignifi- 
cance when compared with the tribute 
from the pari-mutuel betting, both on 
the total handle and from the breakage. 


Revenues 


It is not possible from available data 
to give more than a rough estimate of 
total receipts from state taxes on ad- 
missions. They are completely segre- 
gated neither from other taxes on 
amusements, nor from general sales 
taxes where they form a part of these 
levies. Nevertheless, the total of state 


54 Commerce Clearing House, Corporation Tax 
Service; Tax Systems of the World. 
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revenues reported from all admissions 
in the fiscal period 1947 indicates little 
duplication with the Federal levy. All 
together, general and special admissions 
taxes yielded a minimum of $11.2 mil- 
lion of which the major part segregated, 
$7.2 million, was derived from general 
admissions taxes.” 


§. LOCAL ADMISSIONS TAXES 


The most significant recent develop- 
ment of taxes on amusements is found 
in local government. Many municipal- 
ities have recently looked to the admis- 
sions tax as an important means of sup- 
plementing the property tax, which has 
proved inadequate to meet the rapidly 
rising post-war costs of government. 
While less substantial in yield than taxes 
on gross incomes or retail sales, the ad- 
missions tax nevertheless provides a 
much needed source of diversification 
in revenue. The more important cities 
imposing taxes on admissions, and their 
rates, are listed in Table 6. Many 
other smaller communities have also 
adopted admissions taxes, and others 
are seriously considering this step. 

Philadelphia appears to have ventured 
first in this field with its admissions tax 
of 1 cent on each 25 cents in 1937.%° 
This was raised to 1 cent for each 10 
cents in 1946. Charleston, West Vir- 
ginia, introduced a tax of 1 cent on each 
admission in 1938.57 It was not until 


55 Derived from Sources of State Tax Revenue in 
1947, U. S. Bureau of the Census, November, 1947. 
Of this amount $3.0 million was reported by Ohio, 
$1.5 million by New York, $1.6 million by Ken- 
tucky, and $0.9 million by Mississippi. 


56 A, M. Hillhouse and Muriel Magelsson, Where 
Cities Get Their Money (Chicago, 1945), p. 10. 


57 Ibid. 
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1942 and 1943 that cities in the states 
of California, Alabama, and Washing- 
ton began a widespread adoption of this 
tax at various rates, either ad valorem 
or flat amounts for each ticket. Adop- 
tions accelerated in 1946 and 1947, 
particularly by large cities such as Pitts- 
burgh, Chicago, Cleveland, St. Paul, 
Richmond, and Norfolk, at rates rang- 
ing from 3 per cent to 1 cent for each 
10 cents, 








TABLE 6 
Ciry TAxes ON GENERAL ADMISSIONS @ 
Rate > City 





10 percent Alabama: Mobile, Gadsen, others; 
Pennsylvania: Philadelphia, 
Pittsburg; Virginia: Norfolk, 
Petersburg. 

5percent St. Paul, Minnesota; Richmond, 
Virginia; Washington: Seattle, 
Spokane, Everett, Bellingham, 
others. 

3percent Chicago, Illinois; Atlantic City, 
New Jersey; Cleveland, Ohio. 

2percent Georgia: Augusta, Savannah; Han- 
nibal, Missouri; Clarksburg, 
West Virginia. 

3 cents San Bernardino, California. 
2 cents Stockton, California. 


1 cent California: San Diego, Bakersfield ; 
Charleston, Wesi Virginia. 


Sources: A. M. Hillhouse and Muriel Magels- 
son, Where Cities Get Their Money 
(Chicago, 1945); A. M. Hillhouse, 1947 
Supplement; Municipal Finance Of- 
ficers Association, correspondence. 

aIn addition, Kansas City, Missouri, levies a 
tax of 5 per cent on admissions with the excep- 
tion of theaters, and St. Louis, Missouri, taxes 
sports at 3 per cent. 

b Approximate percentage rate where levied 
at 1 cent for each 10 cents or each 20 cents, etc. 





6. INTERGOVERNMENTAL 
COORDINATION 


State-Local Relations 


The taxing authority of municipal- 
ities is derived from the state. It is 
significant that, with few exceptions, 
municipal admissions taxes are found 
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in states that have relinquished this field 
to local governments. Duplication has 
thus been virtually eliminated except 
with respect to boxing and racing. In 
Alabama, Missouri, and West Virginia, 
the state rate is only 2 per cent, and 
over-lapping is not serious. California, 
Virginia, and New Jersey have never 
employed admissions taxes except on 
boxing or racing receipts. The Illinois 
legislature rejected a 5 per cent tax on 
general admissions in 1947, and the 
New York State legislature has only 
recently (1947) authorized its counties 
and New York City to impose taxes not 
in excess of § per cent on admissions to 
theaters and other places of amusement, 
with the exception of boxing, wrestling, 
and race tracks which are taxed by the 
State. According to the American 
Municipal Association, four other state 
legislatures meeting in 1947—New Jer- 
sey, Maryland, Pennsylvania, and Vir- 
ginia—permitted all or some cities to 
levy local admissions taxes.°* 

Several other states have withdrawn 
from the general admissions tax field in 
favor of local governments. Pennsyl- 
vania abandoned its tax in 1937, thus 
enabling Philadelphia, and more recent- 
ly, Pittsburgh, to exploit this revenue. 
Washington surrendered the admissions 
tax to local governments in 1943, and 
as a result virtually every city in the 
State with over 10,000 population has 
adopted it. Ohio has just relinquished 
its amusement tax (1947) and it can 
be expected that other municipalities 
will follow Cleveland in this field. 
While the State of North Carolina re- 
moved theater admissions from the gen- 
eral sales tax in 1943, local governments 


58 National Municipal Review, November, 1947, 
p. 596. 
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are not authorized to employ this tax 
source. 


Federal and State-Local Overlapping 


The recent invasion of the amuse- 
ment tax field by municipalities has 
pointed up an important new area of 
duplication with a tax long preempted 
by the Federal Government. Existing 
taxes on general admissions amount to 
about 32 per cent in many instances and 
even higher on certain spectator sports. 
No categorical answer can be given to 
the question of whether existing taxes 
unfairly discriminate against this class 
of consumption. Compared with rates 
on bowling alleys, pool parlors, club 
dues and initiation fees, as well as cab- 
arets, where there is no extensive over- 
lapping, admissions excises appear to be 
high. It is significant, moreover, that 
the Congress reduced the cabaret tax 
from 30 per cent to 20 per cent after a 
short trial during the war when a 
higher tax on non-essential expenditures 
could be even better justified. 

The fact remains that a Federal ad- 
missions tax of 20 per cent is the major 
obstacle to the full utilization of this 
vital revenue source by local govern- 
ments. While a Federal rate of 20 per 
cent does not preclude other levels of 
government from entering this field at 
fairly high rates (evidenced by the em- 
ployment of 10 per cent excises by 
many communities and several states), 
the adoption of adequate rates by many 
cities has been effectively blocked by 
the plea that the Federal excise is al- 
ready too high.*® 

59 Miami voters rejected a new admissions tax. 
Newsweek, December 7, 1946. The 10 per cent tax 
of Pittsburg was finally adopted against the organ- 
ized opposition of the entertainment interests and ap- 
parently considerable popular resentment. New York 


Times, November 23, 1947. Other cities have turned 
down proposed levies on admissions. 
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Adaptability to Local Needs 


If the present high rate of Federal 
taxation does indeed militate against the 
adoption of admissions taxes by local 
governments, it remains to consider the 
claims of the municipalities (and states) 
to this source of revenue. While the 
Federal Government has priority in 
time, the appropriate place of an amuse- 
ment tax should properly be considered 
as part of a general program for tax 
coordination between the different 
levels of government, which is based on 
general principles rather than priority 
or ad hoc bargaining. Pending the de- 
velopment of a rational program, which 
is already long overdue, it is important 
to weigh the respective claims of the 
Federal and state governments to taxes 
on amusements and to work out some 
early solution to the immediate problem 
of tax-overlapping, which is of such 
vital concern to local government. 


If based upon need, it can be fairly 
conclusively argued that new revenue 
requirements of local governments are 
the most pressing of all. The Federal 
Government has actually undertaken 
substantial tax reductions and further 
cuts are in prospect. Because of their 
larger size, state revenue systems are 
more diversified and expansive than 
those of local governments. As pointed 
out in a recent report, “. . . the states 
have diversified their revenue sys- 
tems and (between 1926 and 1942) 
increased their tax yields thirteen times 
as rapidly as localities.” © Localities, on 
the other hand, have entered upon a new 
phase of financial distress which has 
made them increasingly dependent upon 


6 State-Local Relations, Report of the Committee 
on State-Local Relations, Council of State Govern- 
ments, 1946, p. 71. 
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state aid. The antiquated property tax 
has been stretched to its legal and eco- 
nomic limits, and other revenue sources 
have been restricted by the states. If 
the localities are to maintain substantial 
financial independence, suitable sources 
of revenue must be made available to 
them. It is believed that, among other 
excises, admissions taxes are admirably 
adapted to their requirements. 
Admissions taxes meet the test of 
stability fairly well. Expenditures on 
amusement are a fairly constant pro- 
portion of consumer expenditures—dur- 
ing the period 1934-1946 the ratio 
ranged between 1.20 and 1.30 per 
cent.*' Because of the relative stability 
of consumption taxes, compared with 
taxes on net income and other revenues, 
it would be consistent with a counter- 
cyclical fiscal policy urged on the Fed- 
eral Government to relinquish consump- 
tion taxes to the states and localities, 
which need a steady source of revenue. 
With respect to adequacy, however, 
the potentialities of taxes on amusements 
should not be over-emphasized. While 
vital to many localities, at present rates 
they make only a modest contribution 
to municipal treasuries. Even at the 
current maximum of 10 per cent, for 
example, the city of Norfolk, Virginia, 
realized no more than 4.1 per cent of 
its total general revenue receipts from 
this source in 1946.°° The yield ap- 
pears to vary somewhat with the size 
of the city. While the average tax 
per capita for the country as a whole 
was about $1.25 in 1946 (for each 10 
per cent rate), the typical yield for 
61 Computed on the basis of data reported in the 


National Income, supplement to the Survey of Cur- 
rent Business, July, 1947, Tables 3 and 30. 


62 Proposed Current Budget for the Fiscal Year 
1947. 





48 NATIONAL TAX JOURNAL 


medium-sized cities at 1946 levels of 
income was about $2.40. Smaller cities 
and towns realized somewhat less. 
This variation may be explained, of 
course, by the concentration of high 
incomes in urban areas and appreciably 
higher admission prices for theaters, 
concerts, etc. 

Perhaps the best claim of state and 
local governments to the admissions tax 
can be made on administrative grounds. 
While Federal administration has pre- 
sented few problems, the taxation of 
amusements appears to be especially 
well adapted to local conditions. This 
arises from the fact that the thing taxed 
is a peculiarly local service rather than 
a tangible commodity with some degree 
of mobility. There are no jurisdic- 
tional or interstate commerce problems, 
and the tax cannot be easily avoided. 
Municipalities may assess entertainment 
within their limits with little fear of 
“driving business out of town,” which 
may deter use of a general sales tax. 
The most important marginal factor 
would be the cost of transportation be- 
yond jurisdictional limits. Some in- 
ducement might be given to “drive-in” 
theaters and the location of new stadia 
outside of town but such loss would 
probably be negligible. 

Cost of administration is unusually 
low. Collections may usually be 
handled with little or no additional 
personnel or other expense except for 
printing and stationary.% Seattle, for 
example, reports a cost of slightly less 
than 1 per cent. It is acknowledged 
that this low cost is made possible by 


63 Based on 1940 census data and estimates of reve- 
nue reported in Hillhouse, op. cit., pp. 4, 26, and 
from budget sources. 


64 Hillhouse and Magelsson, op, cit., p. 196. 
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the records required in payment of the 
Federal tax, which eliminate more than 
occasional auditing or checking.” If 
the Federal Government were to with- 
draw, cost of administration would 
probably increase appreciably. 


Proposed Methods of Coordination 


The various alternatives available for 
better coordination of admissions taxes 
between the different levels of govern- 
ment are described below. 

Reduction of the Federal rate.—Re- 
peal of the wartime increase in rates 
would enable municipalities (or states) 
to recapture the rate relinquished with- 
out undue difficulty. However, since 
substitution of local rates would prob- 
ably be only partial and sporadic, the 
variable situation existing among differ- 
ent cities (and states) would create 
pressure against adoption of an equiva- 
lent rate by needy communities. The 
moving picture industry has recom- 
mended restoration of the pre-war rate 
(with the hope of its eventual aboli- 
tion) but has either ignored the local 
incursion into this field or feels com- 
petent to deal with it as each situation 
arises.*° 

Complete segregation. — Immediate 
withdrawal of the Federal Government 
from the taxation of amusements 
would be inadvisable. While the way 
would be cleared for local adoption, 
with a minimum of resistance, it would 
be a gratuitous sacrifice of revenue if 
many communities failed to replace the 
tax with an equivalent rate. Since the 
capacity of the amusement industry is 
adjusted to the present level of taxation, 


65 [bid., p. 200. 


86 Committee on Ways and Means, Hearings, op. 
cit., p. 701. 
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outright repeal of the Federal tax would 
undoubtedly lead to short-run price 
increases and substantial windfall gains 
to producers and exhibitors. Much 
may be said for eventual relinquish- 
ment of the general admissions tax to 
states and local governments, but this 
should be accomplished gradually and 
coordinately with their development of 
this levy. 

Federal sharing with states or local 
governments.—A rather interesting pro- 
posal has been made for the Federal 
Government to continue collection of 
the admissions tax but to share the rev- 
enues with local governments. This 
plan would have the advantage of main- 
taining uniformity of rates through the 
country at the Federal level and would 
circumvent opposition to the intro- 
duction of local rates. The present 
rate could be shared 50-50 or a reduced 
rate could be collected by the Federal 
Government on behalf of the commun- 
ity, which would pay administration 
costs. 


Although the proposal may be attrac- 
tive at first sight, there appears to be 
little justification for the institution of 
a system of sharing of revenues in a field 
where interstate problems are negligible 
and the advantage of centralized ad- 
ministration unimportant. Nor does 
it appear to bea suitable form of com- 
pensation for the services rendered Fed- 
eral property in local areas, for which 

67 William Anderson, “ Allocation of the Admis- 


sions Tax to Cities and Villages,” Minnesota Munici- 
palities, June, 1945, pp. 219-221. 


88 Sharing was proposed by the Committee on 
Intergovernmental Fiscal Relations as a solution to 
overlapping in the collection of tobacco taxes, but ad- 
ministrative effectiveness would undoubtedly be im- 
proved in this case. Federal, State, and Local Gov- 
ernment Fiscal Relations (U.S. Senate Document No. 
69, 78th Cong., Ist Sess., 1943), p. 16. 
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no property taxes or in liew payments 
are made, as originally proposed.” 

Local revenues from admissions 
would be greatly enhanced but the 
amount of tax shared would not be cor- 
related with local need, would be a 
windfall in many cases, and might lead 
to extravagance in spending. More- 
over, such an arrangement might create 
administrative complications and fric- 
tion in the allocation of revenues. It 
would still leave the Federal Govern- 
ment in control of the tax—an outcome 
with which many state and local offi- 
cials would not be sympathetic. 

Federal price exemptions.——One of 
the more attractive proposals would be 
the restoration of Federal price exemp- 
tions, of, say 40 or 50 cents, with ad- 
missions below this amount reserved 
exclusively to the states and localities. 
This plan would leave the taxation of 
the vast proportion of conventional en- 
tertainment to local governments 
and would thus produce a greater 
stability in local yield. The Federal 
Government could continue to tax the 
“luxury” class of entertainment at the 
full rate on all prices above the exemp- 
tion, in accordance with pre-1940 prac- 
tice. One possible objection to this pro- 
posal is the creation of a sharp differen- 
tial below and above the exemption price 
(particularly at a Federal rate of 20 per 
cent) which may seriously limit flexi- 
bility in pricing.’ Moreover, such ex- 


69 Anderson, op. cit. p. 219. 


70 Average movie prices in 1947 were estimated at 
about 34 cents ex tax. Hearings, Committee on 
Ways and Means, op. cit., p. 206. 


71 It is interesting to note that the moving picture 
industry in its first testimony before the committee 
on Ways and Means called for a graduated tax, i.e., 
price exemptions, but on later consideration proposed 
simply a reduction in the Federal rate to 1 cent for 
each 10 cents. Ibid., pp. 208, 700. 
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emption would discriminate against 
opera, concerts, and the legitimate thea- 
ter, for which prices ordinarily range 
higher than those of movies. This plan 
is also subject to the objections against 
a sudden removal or reduction of the 
admissions tax which would result in 
windfall profits to the amusement in- 
dustry until replaced by local rates. 
Apparently the moving picture indus- 
try would benefit most from this situ- 
ation. 


The Outlook for Federal Coordination 


The weight of informed opinion 
seems to favor Federal withdrawal from 
the admissions tax in favor of state and 
local governments. The problem of 
overlapping had not reached serious 
proportions when studied by the Treas- 
ury Committee on Intergovernmental 
Fiscal Relations in 1942, and no partic- 
ular recommendations were made for 
its elimination.”* More recently, how- 
ever, the conflict had become sufficiently 
significant for an authoritative report 
on tax coordination to urge “that this 
field be left exclusively to the states.” 

A recent joint conference of repre- 
sentatives of the Congress of the United 
States and the Governors Conference 
recommended that special consideration 
be given by the Federal Government to 
the reduction of certain excises, includ- 


72 Op. cit., p. 545. 


73 The Coordination of Federal, State and Local 
Taxation, Report of the Joint Committee of the 
American Bar Association, National Tax Association, 
and the National Association of Tax Administrators, 
1948, p. 102. 
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ing the admissions tax, to permit their 
employment by state and local govern- 
ments."* This recommendation was 
supported by the conformity of these 
excises to the following principles of 
adaptability to state and local use: (1) 
wide and uniform distribution through 
the states, (2) capability of withstand- 
ing interstate and interlocal differences 
in tax rates with a minimum of reduc- 
tion in yield and economic repercussions, 
and (3) effectiveness and economy of 
administration at state and local level.” 


However, little encouragement is giv- 
en to the elimination of overlapping 
amusement taxes by a recent report of 
the Treasury Department. This study 
concluded: ‘All factors considered, 
there are no compelling reasons for an 
immediate coordination effort in the 
field of amusment taxation;” and 
“Amusement taxation can at best merit 
a low priority in a near-term program 
for Federal-state fiscal coordination.” 
It is true that administration of the ad- 
missions tax is singularly free of inter- 
state problems that would justify im- 
mediate coordination. However, this 
official view does not indicate sufficient 
appreciation of the ‘urgency of per- 
mitting fuller utilization by the muni- 
cipalities (and states) of a revenue 
source that is conceded to be well 
adapted to local administration. 


74 State Government, Council of State Govern- 
ments, November, 1947, p. 299. 


75 Ibid, p. 288. 


76 Federal-State Tax Coordination, Division of Tax 
Research, August 4, 1947, p. 28. 
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AN INCENTIVE TAX PROPOSAL FOR ALLEVIATION 
OF THE HOUSING SHORTAGE 


JEAN BRONFENBRENNER * 


be housing problem which has 
existed in this country, particularly 
since the end of World War II, has 
been discussed widely and needs no de- 
scription here. Despite the wealth of 
discussion, however, no adequate steps 
have been taken toward a solution of 
the problem; it seems entirely possible 
that the shortage may persist for five 
years or even longer. Perhaps this is 
because distress has been concentrated 
within a relatively small group who 
have been forced to enter the housing 
market w:.thin the last two or three 
years. The great majority of families 
who were already housed adequately 
when the period of acute shortage began, 
not only have avoided the weary and 
frustrating search for a place to live 
and the difficulties of crowded, unsatis- 
factory accommodations, but also have 
been insulated under rent control from 
any bidding up of the price of their 
housing by those less fortunate than 
themselves.? 

Professors Friedman and _ Stigler? 
have put very clearly the case against 
the present system of rent control with- 
out allocation of housing space: 


(1) The relatively low price of hous- 


*The author is assistant in mathematics and 


Statistics at the University of Wisconsin. 


1 The principal exceptions to this generalization are 
Persons who, in order to retain the use of the houses 
or apartments previously rented, have been forced to 
buy them at inflated prices. 


2 Milton Friedman and George J. Stigler, Roofs or 
Ceilings? (Irvington-on-Hudson, N. Y.: Foundation 
for Economic Education, 1946). 


$1 


ing ® leads to the “hoarding” of housing 
space. In other words, it leads families 
to occupy larger dwelling units than 
they would demand normally. (Fried- 
man and Stigler believe that this factor 
may itself explain the entire apparent 
shortage. ) 

(2) The burden of the shortage falls 
almost exclusively on those who find 
themselves currently in the market for 
housing. This group includes very 
largely returning veterans and their 
families. 

(3) Many who prefer to rent are 
forced to buy at greatly inflated prices 
because rental property is not available. 
(It is very possible that these people 
may suffer a much greater financial loss 
than if they paid rent for a number of 
years at the levels probable in an un- 
controlled market.) 


Effects of Removing Rent Ceilings 


There are several alternatives to the 
present unfortunate situation. Profes- 
sors Friedman and Stigler, among others, 
suggest the removal of rent controls in 
favor of a return to the price rationing 
of the free market. They anticipate 
that this would bring about a more eco- 
nomical use of existing housing space 
and eventually lower the inflated selling 
prices for new and existing houses. Im- 
portant objections, however, must be 
raised against this solution. 


3 Rents have risen substantially less during the war 
years than either incomes or most other cost-of-living 
items, creating an abnormal set of price relationships. 
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The removal of rent ceilings from 
new construction was undoubtedly cor- 
rect and probably necessary. The ulti- 
mate solution of the housing shortage 
must come through new construction, 
and returns must be permitted to rise 
sufficiently to justify this construction 
at the prospective level of building 
costs. 

The present writer is not impressed 
by the argument that higher rents on 
new housing must be accompanied by 
higher rents on old in order to assure 
“equal treatment for all.”* If one 
wishes to argue in terms of equity, the 
owner of new housing is in a different 
position from existing landlords by 
reason of his higher costs of production. 
If one argues merely in terms of the 
efficient working of the economic sys- 
tem, it is necessary to pay factors of 
production whatever may be required 
to persuade them to perform their ser- 
vices. This amount is higher for those 
providing new housing than for owners 
of existing rental property.° 

But clearly the solution of the prob- 
lem via an increase in the supply of 
housing is a long-run one, since the 
yearly production of the existing labor 
force in the building trades is small 
relative to the need for housing. For 
the immediate future, the only hope lies 
in the redistribution of the existing 
housing facilities. General rent de- 
control would indeed make it more ex- 
pensive to “hoard” housing space. It 
would therefore permit the well-to-do 
—rather than the merely lucky—to 


4 Friedman and Stigler, op. cit., p. 17. 


5It might further be argued that rents will rise 
higher on new housing if old housing continues to be 
controlled, but this would appear desirable rather 
than otherwise, in that it would giv: additional im- 
petus to the increase in supply. 
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hold excessive amounts of housing’ 
We would exchange a situation in which 
people live in crowded, undesirable 
quarters because they happen to need a 
house or apartment at the wrong time 
(and lack the proper connections or 
contacts) for one in which people live 
in such quarters because they cannot 
afford anything better. 


It is true that there would be some 
gains from the exchange. Among 
other things, it seems to be psychologic- 
ally more acceptable in our society to do 
without adequate housing because one 
cannot afford it than because one can- 
not find ‘it. Furthermore, to a large 
extent, the well-to-do already manage 
to hold large amounts of housing space 
per person, * so that the weeding-out of 
the merely lucky “hoarders” would con- 
stitute a net gain for the benefit of 
those in distress. But it seems certain 
that the net gain would be much less 
than the gross, since many families in 
the income range above $4,000-$5,000 
whose present housing is well above 
minimum standards would neverthless 
demand additional housing space in an 
uncontrolled market. Finally, and per- 
haps most important, vacancies would 
again exist, probably at all rent levels, 
and the waste of time and effort in find- 
ing a place to live would be largely 
eliminated, as would the unsavory 
elements of bribery and tie-in deals. 


It does not appear to the present 
writer that these possible gains are sufhi- 


6 This would not constitute “hoarding,” as we 
have defined it in terms of holding more housing 
than would be held under a more normal set of rela- 
tive prices; but it is hardly better, if the problem 
is to provide adequate amounts of housing space for 
a larger number of people. 


7 There have been no controls on housing units 
renting for more than $300 per month. 
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cient to justify the disadvantages of 
general de-control, namely: 

(1) The very large and completely 
unearned increment which would ac- 
crue to landlords as a class; 

(2) The additional misery that would 
be heaped on the heads of certain fixed- 
income groups, and of the large group 
of unorganized or weakly organized 
workers, whose incomes have by no 
means kept pace with the cost-of-living 
increases already experienced with re- 
spect to food and clothing; and 

(3) The additional impetus to infla- 
tion that would grow out of further 
wage demands consequent upon a 
further rise in rents. 

The second and third of these disad- 
vantages of general de-control are al- 
most universally admitted and deplored. 
The first, the inequity of the resulting 
redistribution of income in favor of 
landlords, is subject to some argument. 
It is asserted first of all that the business 
expenses of the landlord (janitor ser- 
vice, repairs, fuel, taxes) have risen, 
and that in addition he has suffered 
along with the rest of the population 
from increases in his cost of living. If 
it is true that business expenses have 
risen by more than the rise in income 
which results from a lower vacancy rate, 
that would appear a good argument for 
permitting some increase in rent ceil- 
ings, but it hardly justifies removing 
them entirely. There might even be 
an argument for a further rise in ceil- 
ings to protect the landlord in some 
measure from increases in the cost of 
living. It would, however, be hard to 
maintain that the landlord “deserves” 
any greater increment of income than 
these two adjustments would involve. 

Another more philosophical attack 
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can be made on the notion that an un- 
earned increment to the landlords is in- 
volved in rent de-control. This runs 
in the following terms: The market 
itself, in determining the value of any 
good or service, best measures the eco- 
nomic contribution of its supplier, and 
thus the compensation to which he is 
entitled. Therefore the market in and 
of itself provides the best available 
criterion of equity. Such an argument 
would of course equally condemn any 
sort of price control or profit lim- 
itation under any conditions. The 
principle seems fairly acceptable by and 
large, under ordinary circumstances, in 
a reasonably competitive system; but in 
specific cases it would work remarkably 
badly. For instance, if the greater part 
of the food supply of the country were 
destroyed by a series of catastrophes, 
it would be unthinkable to permit those 
who happened to control the remain- 
ing supplies to charge whatever prices 
they could get: No one could defend 
their right to such prices on grounds 
of equity, or maintain that such prices 
measured their economic contribution. 

It might be worth while to digress 
sufficiently here to suggest some criteria 
for determining when a government 
may be justified in superseding the pric- 
ing mechanism of the market with re- 
spect to a particular good or group of 
goods. Such a step could be justified: 

(1) If abnormal ® interference with 
the processes of supply or an abnormal 
increase in demand has brought about a 
very high return with relation to cost 
of production® at the uncontrolled 
market price; and 

8“ Abnormal” here implies both that the shift 


from the normal situation is of major proportions 
and that it is not permanent in nature. 


9 Not cost of reproduction. 
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(2) If the good or group of goods 
is highly essential and accounts for a 
considerable proportion of consumer ex- 
penditures, so that substantial distress 
would result from unduly high prices. 

Under these conditions, a govern- 
ment should be able to fix prices and 
rates of return more equitably (accord- 
ing to ordinary intuitive notions of 
social justice) than the mechanism of 
the market. A majority would prob- 
ably agree that both criteria are satisfied 
in the case of rent control at the present 
time. 

One point, however, remains to be 
made. If the government steps in to 
prevent entrepreneurs from realizing 
abnormal profits under abnormally 
favorable circumstances, but does noth- 
ing to prevent abnormal losses in ab- 
normally unfavorable ones, the effect 
is to lessen somewhat the incentives to 
undertake production. The present 
writer inclines to the belief that the 
prospect of abnormal profits owing to 
wartime shortages is a relatively unim- 
portant factor in the motivations of 
the entrepreneur in normal times, so 
that the elimination of such abnormal 
profits will not affect greatly his in- 
centive to produce. 


Objections to Public Rationing 
of Housing 

If rent de-control is rejected as a 
means for redistributing existing hous- 
ing space, there remains the alternative 
of public rationing of housing. It is 
fairly obvious that in peacetime this 
would be politically unacceptable in the 
United States, as well as being admin- 
istratively troublesome. Obtaining and 
checking the requisite information as 
to housing space available and persons 
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occupying it would be a tremendous 
and expensive task in itself. It would 
undoubtedly encounter some resistance, 
Much greater resistance would arise 
when the point was reached of actually 
obliging well-housed families to move 
or to share their quarters with others 
less fortunate. 

Certain aspects of British World War 
II experience lie in this general direc- 
tion. There was no over-all house 
rationing program, but two specific 
steps were taken. First, empty houses 
were commandeered for the use of war 
workers and bombed-out families, and 
eventually for any families inadequately 
housed.*® Second, certain areas of acute 
shortage were declared “compulsory 
billeting areas.” Each householder in 
such an area was required to state the 
number of rooms in his house, and to 
give the name and relationship to him- 
self of every permanent resident. Those 
with surplus space ordinarily took in 
additional residents voluntarily, but in 
some cases compulsory billeting was 
actually practiced."' David Anderson 
in the New York Times of August 10, 
1943, estimates that out of a million 
persons billeted up to that date, there 
had been 16,500 compulsory cases. 
The question of determining who, in a 
compulsory billeting area, was to be 
compelled to lodge the additional resi- 
dents seems to have been left largely to 
the discretion of the local authorities. 


Incentive Tax Plan 


The purpose of the present paper is 
to offer an incentive tax plan as a third 


10 Ministry of Health Circular on Requisitioning 
Empty Houses, August 10, 1943. 


11 Richard Reiss, Wartime Housing, Rent Con- 
trol, and Billeting in Great Britain, (London: British 
Information Service, 1942). 
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alternative. The plan will first be out- 
lined briefly. It will later be explained, 
defended, and analyzed as to possible 
difficulties. Under this plan: 


(1) The present system of rent con- 
trol would be retained. 


(2) Cities and towns suffering from 
acute housing shortage would impose 
an excise on housing. This might be 
thought of either as an excise on the 
consumption of a commodity (more 
precisely, a service) or as a tax on the 
privilege of occupying housing.” The 
tax would be collected annually from 
the householder (the occupier rather 
than the owner) and would be in the 
neighborhood of 3 per cent of the value 
of the housing facilities occupied.’* 

Consumption (or occupancy) of 
housing should be sufficiently broadly 
defined to include cases in which the 
premises are held vacant for the pur- 
poses of the owner or tenant. A ten- 
ant who leaves his house vacant while 
he takes a long trip, or an owner who 
holds his house vacant rather than offer- 
ing it for rent, would be considered as 
consuming (or occupying) the housing 
in question, and would be subject to 
the tax. 


(3) Occupiers of housing could 
qualify for partial or complete exemp- 
tion from this tax in accordance with 
the following schedule, which is based 


12] am indebted to Professor Harold M. Groves 
for the suggestion that the tax take this particular 
form. 


13In the case of apartment houses, this would re- 
quire us to assign to each apartment a proportion of 
the total value of the building. The proportion as- 
signed to an individual apartment might be, for in- 
stance, equal to the proportion of the total rent 
represented by the rent on that apartment. 
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on the “degree of occupancy” of the 
property: 








Excess of Number of Proportion of Tax 
Rooms over Num- from which Occupier 
ber of Residents May Claim Exemption 
1 All 
2 Two-thirds 
3 One-third 
4 or more None 





A room should be defined in the 
ordinary (Census) way, unless the av- 
erage size of rooms in a dwelling unit 
should exceed 200 square feet, in which 
‘event each 200 square feet of floor space 
should constitute a room for the pur- 
poses of the above table. A “resident” 
of a dwelling unit should be defined as 
a person living there for nine or more 
months of the year for which the tax 
is being collected. In the case of 
lodgers remaining for less than nine 
months, proportional credit might be 
given according to the length of their 
stay. Thus, if a room were rented to 
a succession of individuals for a total 
of more than nine months of the year, 
the several lodgers would be counted 
as a single resident." 

(4) If a tenant were unable to avail 
himself of the exemptions because his 
landlord prevented “full occupancy” 
of the rented premises, e. g., by refusing 
the tenant permission to sublet, this 
would entitle the tenant to a reduction 
in ceiling rental (per month) equal to 
one-twelfth of the (annual) tax exemp- 
tion so lost. 

(5) The taxes collected from persons 
failing to qualify for exemptions would 

14 The precise computations could be carried out 
in the following way: any lodger remaining in a 
dwelling unit less than nine months of a given year 
would be counted as a fractional person equal to the 
fraction of a year for which he lived there, and any 


group of lodgers totalling more than three-fourths 
of a person would constitute a resident. 
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be set aside for use in subsidization of 
local housing projects. 


Constitutionality of Plan 


The first questions which arise are 
those of the constitutionality, first of 
the proposed tax, and second of the 
proposed exemptions. 

The proposed tax, if conceived of as 
a property tax, would violate the “uni- 
formity” provision found in most state 
constitutions, which requires that all 
property be taxed in proportion to 
value. Under such a provision, it would 
be impossible to impose an additional 
property tax on housing without im- 
posing it at the same time on all] other 
types of property, real and personal. 
Furthermore, it would be impossible to 
exempt “fully occupied” housing from 
the, additional property tax without 
exempting it from all property taxes 
whatsoever *"—a gesture which few 
states or localities can afford, and not 
permissible in any case unless the state 
constitution permits considerable legis- 
lative discretion in determining the 
classes of property eligible for exemp- 
tion. (Many states limit exemptions 
from the property tax to those specific- 
ally provided in the constitution. ) 

It is important, therefore, to dis- 
tinguish clearly the tax proposed here 
from a property tax. It is easy to find 
cases in which distinctions of a some- 
what similar sort have been made and 
upheld. For instance, there is wide- 
spread precedent for considering the in- 
heritance tax as an excise on the priv- 
ilege of succession, and thus distinguish- 
ing it from a tax on the property of 

15 The effect of a partial exemption from property 
tax would be to tax “ fully occupied” housing at a 


lower rate than other property, thus violating the 
uniformity provision. 
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the decedent.'® There is also precedent 
for distinguishing a tax on the priv- 
ilege of operating a railroad from a tax 
on the property of the railroad, * and 
an occupation tax on merchants ** or 
liquor dealers *® from a property tax on 
their stock in trade. It seems equally 
logical to distinguish an excise on the 
consumption of housing or on the priv- 
ilege of its occupancy from a property 
tax on the house itself. The fact that 
the tax in question is to be collected 
from occupiers rather than owners adds, 
of course, to the validity of the dis- 
tinction.” 


There is little question that the con- 
sumption of housing (or the privilege 
of occupying housing) is a proper sub- 
ject of excise taxation, unless the state 
constitution specifically limits the types 
of taxes which may be imposed. On 
the subject of the state’s broad powers 
to tax, Cooley says: “For while a State 
may tax all persons as such, and all 
property as such, it may also tax all 
occupations, all amusements, and the 
very enjoyment of customary rights 
and privileges.” ** There is unques- 
tionable precedent for taxation of the 


16 Thomas M. Cooley, A Treatise on the Law of 
Taxation, (Chicago: Callaghan and Co., 3rd Edition, 
1903), pp. 34 f. See also Wilmerding’s Estate, 117 
Calif. 281; Minot v. Winthrop, 162 Mass. 113; 
Union Trust Co. v. Wayne Probate Judge, 125 Mich. 
487; State v. Henderson, 160 Mo. 190; State v. Fer- 
ris, 53 Ohio St. 314. 


17 Cooley, op. cit., pp. 1121, 302. 

18 [bid., pp. 1117, 303, 311. 

19 bid., p. 1113. 

20 The fact that the tax is based on the value of 
the housing facilities occupied would of course mili- 
tate in the opposite direction, but this value would 
seem a reasonable basis for measuring the amount of 


housing consumed or the value of the privilege of 
occupying it. 


21 [bid., p. 411. 
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consumption of such commodities as 
tobacco, liquor, and gasoline, and such 
services as amusements. There is wide 
precedent for taxation of such privileges 
as that of pursuing a particular occupa- 
tion. 

Furthermore, it is well established 
that an excise tax is not subject to the 
restrictions placed upon property taxes. 
Chssification is permitted subject only 
to the restriction that the basis of class- 
ification be reasonable.*” Thus it would 
be perfectly permissible to tax the con- 
sumption of housing (or the privilege 
of occupying housing) without taxing 
other items of consumption and other 
privileges, or at different rates from 
other items of consumption and other 
privileges. 

The question still remains as to the 
constitutionality of the proposed ex- 
emptions. The effect of the total and 
partial exemption is to classify housing 
on the basis of “degree of occupancy,” 
and to impose different rates of tax on 
each class. Whether or not this con- 
stitutes a reasonable classification would 
have to await judicial determination, 
but in view of the purposes of the law, 
the writer feels that a good case can be 
made in its favor. 

The constitutionality of the proposed 
arrangement in any particular state will 
depend upon the constitutional pro- 
visions and judicial rulings of that state. 
In Wisconsin, the only state for which 
the problems raised have been investi- 
gated in connection with this paper, it 
seems entirely probable that such a tax 
would be upheld. 


22 Ibid., pp. 275 (Alabama), 279 (California), 284 
(Georgia), 287 (Illinois), 297 f. (Louisiana), 302 
(Massachusetts), 308 (Mississippi), 313 (Montana), 
321 (North Carolina), 331 (South Carolina), 333 
(Tennessee), 335 (Texas), 336 (Utah), 337 (Vir- 
ginia), 338 (Washington). 
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In the first place, the Wisconsin con- 
stitution specifically provides for excise 
taxes and states further that “reasonable 
exemptions may be provided,” so that 
legislative discretion in the matter of 
exemptions is retained.** According to 
a judicial ruling: “An excise tax is a tax 
laid on the manufacture, sale, or con- 
sumption of commodities within the 
country, on licenses to pursue certain 
occupations, and on corporate privileges, 
and is a privilege tax, as distinguished 
from a property or capitation tax. The 
word ‘privilege’ is broad enough to cover 
any species of tax except property and 
capitation taxes, and is used with such 
effect in the Constitution.” ** A further 
ruling states that the uniformity rule 
in taxation, if applicable to excise tax- 
ation at all, means no more than that 
such taxation shall operate alike on all 
persons similarly situated.* (Classifi- 
cation is therefore permitted so long as 
there is uniform treatment within 
classes. ) 


A ruling which establishes that an 
occupation tax on grain in elevators 
and warehouses is not a property tax on 
this grain (and therefore not subject 
to the uniformity restrictions of the 
property tax) should provide precedent 
for the claim that a privilege tax on 
housing is not a property tax on the 
house occupied.”® 

Finally, there is a ruling which states 
that “A classification of persons for 


23 Wisconsin Constitution, Art. VIII, Sec. 1. 

24 Wisconsin Statutes (1945 edition), p. 55 n., 
discussing State ex rel. Froedtert G. & M. Co. v. 
Tax Commission, 221 Wis. 225. 


25 Wisconsin Annotations (1930 edition), p. 95, 
discussing Nunnemacher v. State, 129 Wis. 190. 


26 Ibid., p. 94, discussing State ex. rel. Bernhardt 
Stern ¢ Sons v. Bodden, 165 Wis. 75. 
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purposes of taxation must be based on 
reasonable differences or distinctions 
which distinguish the members of a 
class from those of another in respects 
germane to some general and public 
purpose or object of the particular leg- 
islation.” ** This would seem to imply 
that classification of housing according 
to “degree of occupancy” would be 
reasonable so long as it could be shown 
that the distinction between “fully oc- 
cupied” housing and housing not “fully 
occupied” was germane to some general 
and public purpose of the proposed leg- 
islation. This should not be difficult. 


Details of Plan 


Once the question of constitution- 
ality is settled, the remaining questions 
are mainly of administrative detail. 
Perhaps the most important of these 
involves the size of the tax. Since the 
primary object is redistribution of hous- 
ing space, rather than collection of a 
little money for public housing, the tax 
should be large enough to play a signi- 
ficant part in the decisions of a substan- 
tial number of people. The figure of 
3 per cent of the value of the housing 
occupied is admittedly a guess, and used 
mainly to give a concrete basis to the 
discussion. On a house worth $10,000, 
the tax would amount to $300 a year, 
or $25.amonth. If such a house rented 
for $100 a month, the tax would be 
equivalent to a 25 per cent increase in 
rent, and this should be enough to pro- 
duce some results. 

There are several reasons for making 
the tax depend upon the value of the 
housing occupied. First, this value 
supplies a reasonable measure of the 


27 Wisconsin Statutes (1945 edition), p. 56 n., 
discussing Welch v. Henry, 223 Wis. 319. 
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amount of housing consumed. Second, 
it may be estimated easily and without 
expense or inconvenience from the 
records of assessed valuation. (In cag 
assessments are made customarily at a 
fraction of fair market value, it will 
still be simplest to use assessed valuation 
as a base, and apply a correspondingly 
higher rate.) 

In many ways it would be neater and 
more elegant to impose a flat rate per 
room on all rooms in excess of the num- 
ber of residents plus one. However, 
this would require information as to 
number of rooms and number of resi- 
dents, information not already available 
and not obtainable without expense and 
the antagonism of the householder. It 
is one thing.to permit the householder 
to present such information if he 
chooses, in order to obtain exemption 
from the tax. It would be quite an- 
other thing to try to obtain it from 
him as a preliminary to laying a tax. 

Two further advantages of an ad 
valorem over a flat rate tax are worthy 
of some consideration. One minor in- 
equity of this plan as presented is that 
rooms of all sizes are treated identically, 
so long as average room size does not 
exceed 200 square feet. This is clearly 
unfair to occupants of houses with un- 
usually small rooms, but the inequity 
is corrected partially by the fact that 
such houses will be relatively low in 
value, so that the tax will be corres- 
pondingly low. Secondly, people liv- 
ing in valuable houses will in general 
require more persuasion than _ others 
before they will take any action 
toward fuller utilization of their hous- 
ing facilities. An ad valorem tax tends 
in the direction of greater pressure on 
these people. 
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Second,} | Some further discussion of the defini- while no similar credit is given for 
without! tion of “room” may be in place here. family members. An important object 
om the It does not seem worth while to set up of the plan is to encourage the renting 
(In cae} detailed specifications for determining out of rooms to lodgers, and it would 
ily at a} such points as when the dining space be most unfortunate if householders 
it willl is to be counted as a separate room and found that it did not pay them to do 
aluation} when as part of the kitchen or living this unless the lodger could guarantee 
mndingly} room. In general, bathrooms, closets, to stay for at least nine months. On 
halls, and unheated screen porches the other hand, there is no reason to 
ater and} should not be considered rooms, and encourage extended visits from rela- 
rate per} any space which reasonably could be tives who maintain quarters elsewhere, 
he num-| considered to fall in one of these cata- in which they are counted as residents. 
lowever,} gories should be eliminated from the Determination of the number of resi- 
n as to} Calculations. If necessary, an upper dents would be simplified considerably 
of res} limit may be set on the total area if the tax were collected monthly, but 
:vailable| of floor space thus eliminated. Attics this would involve much greater incon- 
snse and} and basements may be considered rooms venience for the taxpayer and is not 
der. It| if adequate heat, light, and ventilation suggested for that reason. 
seholder| ate available, and in the case of base- A word of defense is in order for 
if he} ments, if they are not subject to flood- setting the exemptions in terms of the 
emption ing or unduly damp. In cases of real excess of number of rooms over number 
nite an-| doubt as to whether a given space con- of residents, rather than in terms of 
it from} stituted two small rooms or one large the more common concept of persons 
a tax. one, a criterion in terms of total area per room. The reason for this becomes 
could again be used. For example, if clear when one considers how different 
worthy less than 200 square feet are involved, the situation is as between two persons 
inor ia might be considered one room, and __ living in four rooms and five persons liv- 
is thar | i more, two rooms. ing in ten rooms. The number of per-' 


f an ad 


atically, The provisions that each 200 square sons per room is exactly the same in both 
loes a feet of floor space shall constitute a cases. The first household may consist 
: clearly room in case rooms are unusually large of two bedrooms, a living room, and a 
ith un-| 8 20t intended for general use. It is kitchen. This hardly seems unreasonable, 


nequill inserted simply to provide some check although one of the bedrooms might be 
‘ct that | i Special cases where a simple count dispensed with. The second household 


low ii of rooms as ordinarily defined is felt to allows a private bedroom for everyone, 
coreall overestimate gravely the degree of oc- though it would not seem unreasonable 
ple liv- cupancy. It would be possible to in- to expect at least two of the five to 
generll troduce provision for the protection of share a bedroom. In addition, there is 
othell householders whose rooms are unusually opportunity for a kitchen, living room, 
actial small, if the inequities to these people dining room, library (study, den), and 
: hous sufficiently important. game room or sun parlor. It is recog- 
se aia The definition of resident” needs nized that the measure which has been 
ae no particular defense except the ex- substituted for the number of persons 


planation of the partial credit given for per room discriminates slightly against 
lodgers remaining less than nine months, the larger family which needs more 
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room than the smaller for non-sleeping 
purposes, but the larger family is also 
in a position to gain this extra space by 
doubling up in bedrooms. 

The precise level which is considered 
“full occupancy” can of course be made 
dependent on the seriousness of the 
housing shortage in the particular com- 
munity. For illustrative purposes in 
this paper, full occupancy has been con- 
sidered to exist when the number of 
rooms do not exceed the number of 
residents plus one. 


Advantages of Plan 


The advantages of this plan are of 
two sorts. First, increases in housing 
cost are limited to cases in which they 
can operate to improve the situation. 
Under rent decontrol, many increases 
in housing costs would do nothing to 
improve the utilization of existing facil- 
ities. Removal of ceilings on new hous- 
ing is acceptable (despite the harm to 
those who rent it) insofar as it is neces- 
sary to bring about increase in the 
supply. Higher housing cost for those 
not utilizing their facilities fully is 
necessary in order to persuade these 
people to use their space more econom- 
ically. But higher housing cost for 
those already occupying fully the space 
available to them contributes nothing 
to the solution of the problem and may 
inflict considerable hardship. Insofar as 
it reduces at all the housing space used 
by this group, it merely forces undue 
crowding on one family in order to 
relieve it for another. 

Second, as compared with the ration- 
ing of housing, the present plan has ad- 
vantages of greater public acceptability 
and greater ease of administration. In 
the United States in peacetime, the 
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rationing of housing would be “regi. 
mentation” and “outrageous govern- 
ment interference” with the privacy of 
the home and the sanctity of the family, 
Furthermore, as regards: administration, 
the burden of proof under this tax plan 
would lie with the householder rather 
than the government. The property 
owner or occupier would be in the posi- 
tion of asking for something. He 
would have to take the initiative in 
bringing forward the relevant evidence 
on degree of occupancy, and would have 
to submit gracefully to the checking 
of his statements by the proper author- 
ities.*8 

The final point to consider in evalu- 
ation of this plan is its expected effec- 
tiveness in redistributing housing space. 
This would depend very largely on the 
size of the tax considered to be politic- 
ally feasible, and on the incentive pro- 
vided by exemption from it. If the 
exemption were large enough to be felt 
with any acuteness, its effect would take 
the following forms: 

(1) Renting out of rooms to lodgers 
(at free market rents) would be en- 
couraged. From the householder’s point 
of view, the rent obtained would be in- 
creased automatically by the added 
exemption obtained. If a room in a 
$10,000 home were rented to a couple 
at $40 per month, thus qualifying the 
householder for a two-thirds exemption 
on a 3 per cent tax, the effect would be 
to increase his return to $56.67 per 
month, or by about 40 per cent. Even 
in the case of a 2 per cent tax, the effec- 
tive rent would rise to more than $50, a 


28 Veterans’ organizations and their auxiliaries 
would undoubtedly be happy to take over a good 
deal of the routine detail in connection with this 
checking. 
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25 per cent increase. Thus it would not 
require a very large tax to produce some 
effect in increasing the number of rooms 
available for rent, particularly to 
couples. By reducing the demand of 
couples and single persons for small 
apartments, the plan would reduce in- 
directly the pressure in that area also, 
to the primary benefit of larger family 
units. 

(2) Single women (or men) with 
apartments would be encouraged to 
take in roommates. A fairly small 
rise in housing cost might induce one 
working girl in a three-room apartment 
to take in a roommate, or two girls in 
a four-room apartment to take in a 
third. The exemption achieved in such 
cases would amount to only one-third 
of the tax, and the tax base would pre- 
sumably be low, so that the saving 
would not be very great. The one- and 
two-room apartments occupied by 
single persons would not be affected, 
but occasional individuals and families 
holding two or more apartments in 
shortage areas might be induced to 
limit their holdings to a single unit. 


(3) Families would be induced in 
some cases to move to smaller quarters, 
especially if their present dwellings were 
large enough to subject them to the full 
burden of the tax. The size of the sav- 
ing necessary to make this effect im- 
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portant would depend on the ease of 
finding smaller quarters. Probably noth- 
ing less than a 20 per cent increase in 
housing cost would be very effective. 
The result in this case would be to in- 
crease the number of large apartments 
available at the expense of the number 
of smaller ones. 

(4) Families would be encouraged to 
move in with relatives or friends, especi- 
ally if both family units would other- 
wise be subject to the tax. The cases 
of parents-in-law and working adoles- 
cents would be typical, and a small 
percentage increase in housing cost 
would probably be more effective here 
than under (3) above. The result 
would be a clear gain in the number of 
housing units available. 

Under the lure of exemptions equal 
to 3 per cent of the market value of 
residential property, a substantial im- 
provement in the number of rooms for 
rent and a somewhat smaller improve- 
ment in the number of apartments 
available could be expected to result 
from shifts of these four types.”° 

29 Since this was written the writer has learned 
of several similar plans to employ special excises to 
meet problems of shortages and decontrols. For the 
United States Professor Modigliani has drawn up 
one such proposal designed to alleviate a meat 
crisis forecast for the summer of 1948. In France, 
Professor Allais has developed more general tax 


proposals as a part of a plan of general price de- 
control. 











STATE INCOME TAX SIMPLIFICATION IN VERMONT 


J. K. LASSER * 


FP ien present unprecedented revenue 
needs of the Federal and state gov- 
ernments have brought within the scope 
of the income tax many millions of new 
taxpayers. Many of them have little 
or no experience in the preparation of 
a tax return. At the same time the 
complexity of our economic society has 
resulted in an ever increasing number 
of rulings and interpretations concern- 
ing the elusive concept of taxable in- 
come. As a result, millions approach 
the problem of tax reporting with 
dread. It is detrimental to our na- 
tional temper to require those who have 
weathered the difficulties of preparing 
the Federal tax form to prepare an en- 
tirely separate state return. This is 
especially true where the state law dif- 
fers from the Federal. 

A common sense approach to the 
problem has long been needed. Recent 
years have witnessed a trend in a num- 
ber of states toward simplified income 
tax reporting. A comprehensive in- 
come tax simplification program has 
recently been adopted by Vermont. 


The Proposal of the Governor of 


Vermont 


In January, 1947, the inaugural ad- 
dress of the recently elected governor 
of the State of Vermont, Ernest W. 
Gibson, included a proposal to revise 
and simplify the tax laws of the State.? 

The Vermont income tax law in force 
divided income, broadly, into two 


* The author, a certified public accountant of 
New York City, served as a consultant to the Gov- 
ernor of Vermont in connection with the legislation 
discussed in this article. 


1 January 9, 1947. 
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classes, earned and investment income? 
Each had different deductions and ex- 
emptions, some of which had to be pro- 
rated over both classes. The tax was 
at a fixed, non-graduated rate; cap- 
ital gains and losses were excluded; 
various types of income were exempt; 
the Federal income tax was deductible. 
These and other adjustments made it 
necessary for each taxpayer to know 
two tax laws—the Federal and the State, 
Furthermore, it was widely believed 
throughout the State that the tax pro- 
duced an inequitable result. The Goy- 
ernor’s proposal to simplify the tax law 
was in a large measure adopted by the 
legislature. 

What the Governor wanted was a 
simple tax law; a complementary re- 
turn of the utmost simplicity for the 
taxpayer; ease and stability of admin- 
istration. This meant the greatest pos- 
sible integration of the State law with 
the Internal Revenue Code. 

The problems encountered in the de- 
velopment of the new law are presented 
here in the belief that the mechanics of 
the transition will be of interest. 


Constitutional Questions Involved 


The first stumbling block was the 
constitutional question raised by the 
proposal to incorporate Federal income 
definitions into the State law by refer- 
ence. Although the Vermont constitu- 
tion contains no specific ban on incorpo- 
ration by reference, there was still a 
problem of a possible implied ban on in- 
corporation by reference. It was be- 
lieved that the problem of adopting the 


2 Chapter Public 
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definition of net income as provided in 
the Internal Revenue Code could be 
solved by one of the following methods: 


(1) Have the State legislature de- 
termine the amount of personal exemp- 
tion for the taxpayer, the credits for de- 
pendents, and the tax rate. Then the 
law would not be declared invalid solely 
because the State law incorporated by 
reference the Federal definition of net 
income. The Vermont Supreme Court 
had indicated that a tax law should be 
construed liberally, so as to uphold it 
if possible.® But because this proposal 
left too much to chance, it was not 
wholly satisfactory. 

(2) Have the State tax law incorpo- 
rate the definition of net income as 
presently contained in the Federal law.* 
This could be reenacted by subsequent 
sessions of the legislature. But the ses- 
sions of the legislature are biennial and 
basic changes might possibly be made 
in the Federal law between sessions. 

(3) Have the law give an eiection to 
the taxpayer, to use the then current 
Federal net income, which would incor- 
porate all future changes in the Federal 
tax law. 


In the final drafting of the tax bill, 
the Vermont legislature provided that 
“net income” and “adjusted gross in- 
come” have the same meaning as under 
the Internal Revenue Code.® Since the 


3 Clark, et al. v. City of Burlington, et al., 101 Vt. 
391, 143 Atl. 677. 


4See, for example, Featherstone v. Norman, 170 
Ga, 370, 153 S. E. 58, 70 A.L.R. 449. 


5 Chapter 42, Vermont Statutes, 1947, Sec. 1— 
F: “Net income’ means the same net income as 
now defined under the Internal Revenue Code but 
excluding income which under such code is expressly 
exempted from taxation by the states; and also ex- 
cluding capital gains and losses; and provided that, 
if the taxpayer so elects, ‘net income for any tax- 
able year’ means the same as net income, as defined 
under the laws of the United States in effect 
for such year, with the exceptions above noted; 
from net income as herein-before defined the tax- 


tax is based upon net income and not 
on adjusted gross income, the “severa- 
bility” provision® of the law should 
protect the revenue. If the law is con- 
tested as to constitutionality, the pro- 
vision concerning adjusted gross income 
should furnish the court a suitable 
vehicle for resolving this unsettled 
question. 

A second constitutional question 
arose with respect to interest on United 
States obligations. A large part of such 
interest is included in the Federal defini- 
tion of net income. Generally, a state 
may not levy a direct tax upon Federal 
obligations or upon income from them." 
However, some authorities apparently 
believe that this income is taxable by 
the states, or they anticipate the sanc- 
tioning of such taxation by Congres- 
sional or judicial action. For example, 
Georgia has deleted the provision relat- 
ing to the exclusion of interest on 
United States Government obligations 
from gross income.® In the final draft- 
ing of the bill, the Vermont legislature 
excluded income on United States obli- 
gations from net income.® 


payer may deduct not exceeding $500.00 of Federal 
income taxes paid or accrued within the taxable 
year.” 

Sec. 1—G: “ ‘Adjusted gross income’ means the 
same as adjusted gross income as now or hereafter 
defined under the laws of the United States, without 
consideration of either a capital gain or capital loss.” 


6 Chapter 42, Vermont Statutes, 1947, Sec. 17— 
II: “If any provision of this act or the application 
thereof to any person or circumstance is held in- 
valid, such invalidity shall not affect other provi- 
sions or applications of the act which can be given 
effect without the invalid provision or application, 
and to this end the provisions of this act are de- 
clared to be severable.” 


7 Miller et al., executors v. Milwaukee, 272 U.S. 
713, 47 Sup. Ct. 280. 

8 Act 195, Acts 1941, amending Sec. 92-3107 
(b) (5). 

9 Chapter 42, Vermont Statutes, 1947, Sec. 1—F 
(supra, note $). 
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The Compromise Bill Adopted in 
Vermont 


The Governor’s recommendations met 
with some criticism when presented to 
the legislature. Objection was raised 
to the theory of tying the State law to 
the Internal Revenue Code, but the 
State law had already adopted almost 
every important provision of the In- 
ternal Revenue Code, particularly the 
concept of gross income and allowable 
deductions. It is difficult to perceive 
what “loss of independence” there is 
in adopting a few minor provisions of 
the Internal Revenue Code, especially 
when the really vital issue of tax rate 
is determined exclusively by the State 
legislature. 

The Vermont legislature was reluc- 
tant to change the existing procedure 
of excluding capital gains and losses and 
of allowing the Federal income tax as 
a deduction. It could be argued that 
the tax is based upon ability to pay and 
that the line of demarcation between 
ordinary income and capital trans- 
actions is exceedingly vague. Further- 
more, under the Federal code, 50 per 
cent of long term capital gains are not 
taxed. Allowance of a deduction for 
Federal income tax paid is theoretically 
sound. But since the State tax rates 
are low and the resulting tax is in turn 
deductible in computing Federal tax, 
the allowance made little actual differ- 
ence. It did not appear to warrant a 
deviation from the purpose of the pro- 
posed bill—to simplify tax reporting. 

The compromise bill finally passed 
provided for the exclusion of capital 
gains and losses. It also granted a de- 
duction for Federal income tax paid, 
not to exceed $500. It further pro- 
vided an additional exemption of $500 
for taxpayers over 65 years of age. 
These few adjustments complicated the 
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problem of designing a simple reporting 
form. The amount of capital gains 
and losses excluded must be disclosed on 
the tax form. The instructions are 
burdened with the additional explana. 
tion. Fortunately, the majority of tax- 
payers can use the simple form, un- 
troubled by these complications. 


The Vermont bill is an important ex- 
periment in state tax reporting. It is 
unfortunate that the provisions of the 
bill as originally proposed were not re- 
tained in full so that the results could 
be measured and analyzed. Neverthe- 
less, it will be most instructive to study 
the course of the new law. It applies 
to income received beginning January 
1, 1947. 


Technical Problems 


The entire effort to simplify the tax 
had to be reflected in the tax form it- 
self. That presented these problems: 

(1) A single form had to be designed 
which would accommodate three types 
of taxpayers: 

a. those who reported on Federal 
Form W-2 (withholding state- 
ment) ; 

b. those who used the tax table on 
Federal Form 1040; and 


c. those who used the Federal “‘long 
form” (separately listing deduc- 
tions). 

(2) This simple form had to be tied 
in with the Federal return. The ac- 
companying instructions had to make 
the transition as simple as possible. 


(3) The new method had to require 
the least amount of readjustment in 
the administration and processing of the 
return. 

The result of these studies is a tax 
form with but ten lines. Four of those 
lines are for the usual informational 
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questions. The form and instructions 
are reproduced in the accompanying 
figure. (An optional tax table for 
persons with gross incomes under $5,- 
000, similar to that on the Federal form, 
is not reproduced here.) 


Form 103 
Vt. Tax Dept. 


1. Gross Income, Federal Form W-2, Line 3; or Form 1040, Line 6 
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Federal return, except the $500 ad- 
ditional State exemption given a tax- 
payer over 65 years of age. The tax 
is entered on line 7 of the return. 
The second line is used by those re- 
porting to the Federal Government on 


VERMONT INCOME TAX RETURN 


FOR CALENDAR YEAR 1947 OR FISCAL YEAR ENDING 

















4. Other Deductions 





5. Credit for 














6. Net Taxable Income 


2. Net Income, Federal Form 1040, (Sch. D Capital Gains and Losses $ omitted) $ 
3. Less: Federal Income Tax paid (Not over $500) $ 
exemptions at $500 each. (See instructions) 
$ 
7. Enter amount of your tax on this line. (See instructions) $ 





8. O 


9. Social Security Number 





r PRINT NAME AND ADDRESS HERE 





10. Give name and address of husband or wife if separate return 
7 is being filed. 








I declare under the pains and penalties of perjury that this 
return has been examined by me and to my best knowledge and 
belief is a true, correct and complete return. 





Signature 
Detach and forward this copy to Commissioner of Taxes 


HERE IS WHAT YOU NEED TO KNOW TO FILE THIS RETURN 


A. WHO IS REQUIRED TO FILE A RETURN: 
(a) Single person, receiving income of $500 or more. 
(b) Married but not living with husband or wife, same as (a). 
(c) Married and living with husband or wife, bined income 
$1,000 or more. 
(d) Non-residents; same as above provided income is received 
from occupation, trade br business within this state, 


(e) Partnerships, use Form 105 
(f) Open estates, same as (a). 
(g) Trusts, use Form 109. 


B. PERSONAL EXEMPTIONS: 
$500 to each person. Husband, wife and one child would be 
$1500. $500 additional if taxpayer is over 65 years of age. 
$500 to each open estate, $100 to each trust. 


C. FILING OF RETURNS: 
Returns must be mailed to Commissioner of Taxes, Montpelier, 
Vt, on or before March 15 for calendar year f¢ ding 

Q. PAYMENT OF TAX: 


Check or money order payuble to Commissioner of Taxes must 
accompany returf. 








The first line is used by those who re- 
port to the Federal Government either 
on Form W-2 or by using the tax table. 
If the gross income is less than $5,000, 
a single figure from the Federal return 
is used. The State tax is then found 
on an optional tax table on the return, 
by looking in the column under the ap- 
propriate number of exemptions. The 
exemptions and credits for dependents 
are the same as those allowed on the 


E. INTRUCTIONS FOR EACH LINE OF RETURN: 


Line 1. Enter here the amount reported on Line 3 of Form W-2 
(Withholding Statement), or Line 6, P. 1 of Federal Porm 1040. If 
this amount is less than $5000, you may elect to pay your Vermont 
tax in accordance with the table on the reverse side of this sheet and 
skip lines 2, 3, 4, 5 and 6. For example: earned, husband, 
wife and one child. See Column 3 of table. Tax would be $13. 


Lime 2. Net Income is that reported on Federal Form 1040, 
Page 3, Line 3; less Capital Gains and plus Capital Losses. 


Line 3. Enter here the amount of Federal Income Tax paid but 
not over $500. 


Line 4. Enter here any interest received from U. S. Government 
obligations. 


Line 5. Enter here total exemption claimed. For example: hus- 
band, wife and one child, $1500. 


Line 6. This is the amount which is subject to tax. 


Line 7. The amount in Line 6 is taxed as follows: 

1% first $1000, or part thereof, 2% next $2000, 3% next $2000, 4% 
of all over $5000. For example, should the amount on Line 6 be 
$2250, the tax would be $35. ($1000 at 1%, $1250 at 2%.) 


the “long form.” They pick up the 
amount of income from page 3, line 3, 
of the Federal return, which consists 
of net income after all deductions. 
Provision is also made on line 2 for 
elimination of capital gains and losses. 
Lines 3, 4, and § are for deductions for 
Federal income tax, interest income on 
Government obligations, and exemp- 
tions, respectively. Tax is figured at 
the rates given on the return. Each of 
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these steps is clearly and concisely ex- 
plained in the instructions on the re- 
turn. 

The instructions are simple. Since 
adjusted gross and net income, personal 
exemption, and credit for dependents 
are generally the same as those on the 
Federal return, the instructions are al- 
most identical with those of the Fed- 
eral return. 

The vast majority of taxpayers re- 
ceive incomes of less than $5,000. The 
graduated rates of Vermont tax begin at 
1 per cent and rise to a maximum of 
4 per cent on all income over $5,000, 
It is apparent that the average amount 
of State tax on an individual return 
will be a relatively small sum. This 
is all the more reason for making the 
task of reporting to the State as easy as 
possible. To encourage the use of the 
optional tax table, allowance is made 
for ordinary deductions and for Fed- 
eral taxes paid, as well as for exemp- 
tions. It is believed that the advantage 
of simplicity of compliance and admin- 
istration will more than offset any loss 
of revenue resulting from widespread 
use of the optional tax table. 


Administration and Processing of 
the Tax Form 


More efficient tax administration is 
a natural consequence of the new law. 
It is possible, with proper liaison with 
the Federal Collector of Internal Rev- 
enue to determine whether all persons 
liable have filed a tax. Approximately 
the same number of taxpayers who re- 
port to the Federal Government should 
likewise report to the State. It is there- 
fore possible to detect and prevent a 
great deal of tax evasion and avoidance. 
This previously had constituted a sizable 
problem. Furthermore, the simplicity 
of the new proposed law appealed to 








the administration. It will no longer 
be necessary to explain the separate and 
complicated provisions of the State law, 
The new laws are fully explained to the 
public through local newspapers. The 
problem of processing the simplified re- 
turns is greatly lessened. The number 
of Vermont people who will report is 
expected to increase materially, because 
of the decrease in personal exemption, 
This may present an administrative 
problem, but the disadvantage is more 
than offset by the additional revenue 
produced, the necessity for which had 
been a prime consideration in the entire 
program. 


Conclusion 


The time is over-ripe for simplifica- 
tion of our state tax laws. A number 
of states have taken steps in that direc- 
tion. For example, New York has 
recently adopted the principle of a 
standard deduction. Oklahoma has 
adopted optional tax tables. These are 
steps in the right direction, but they 
do not go far enough. Legal and tech- 
nical difficulties undoubtedly are part 
of the reason for such halting progress. 
But there is also some reluctance to for- 
sake the comfort of an established rou- 
tine. Perhaps time-worn systems will 
yet be recognized as outmoded and a 
wholly unnecessary burden on the tax- 
paying citizens lifted. 

Vermont’s new tax law recaptures 
some of the pioneering spirit character- 
istic of this nation.’ It contains this 
unusual language: “It is hereby de- 
clared that the purpose of this act, in 
addition to the essential purpose of rais- 
ing revenue, is to conform as closely as 
may be with the Internal Revenue Code, 
in order that the filing of returns may 
be simplified and the taxpayers’ ac- 
counting burdens may be reduced.” 
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FEDERAL TAX LEGISLATIVE ACTIVITIES IN 1947 


RICHARD GOODE * 


LTHOUGH only one important 

Federal revenue act became law 
during 1947, the year was one of con- 
siderable legislative activity and debate 
and of general public discussion on tax 
matters. The single important revenue 
act taking effect during the year con- 
tinued certain wartime tax increases, 
but other Congressional action and 
public discussion were concerned almost 
entirely with tax reduction. The Con- 
gress twice passed bills that would have 
made large tax reductions, but both bills 
were blocked by Presidential veto. The 
House Ways and Means Committee 
conducted extensive hearings on post- 
war tax revision. The Treasury De- 
partment released a number of staff 
studies dealing with various aspects of 
the tax system and possible revisions. 
A special tax study committee of ex- 
perts recommended a series of important 
revenue revisions in a report to the 
Ways and Means Committee. State 
legislatures continued to influence Fed- 
eral‘tax liabilities by the adoption of 
state community property laws per- 
mitting husbands and wives to divide 
income for tax purposes. As the year 
drew to a close, the chairman of the 
Ways and Means Committee introduced 
another important tax reduction bill, 
which was termed “veto proof.” 


Excise Tax Act of 1947 


The only major revenue act that be- 
came law during 1947 was the Excise 
Tax Act of 1947.1 By indefinitely ex- 


*The author is assistant professor of economics 
at the University of Chicago. 


1Public Law 17, 
(March 11, 1947). 


80th Congress, Ist Session 
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tending certain war excise tax rates, 
this act increased Federal receipts by an 
estimated $1.1 billion in the fiscal year 
1948.° Under prior law the war excise 
tax rates were scheduled to expire six 
months after the termination of hostil- 
ities. Since the end of hostilities had 
been officially declared by Presidential 
proclamation as of December 31, 1946, 
the expiration date for the war excises 
was June 30, 1947. These war excises 
were increases in tax rates provided by 
the Revenue Act of 1943. They in- 
cluded, among others, the increases in 
the taxes on furs, jewelry, and toilet 
preparations from 10 per cent to 20 
per cent, the increase in the tax on ad- 
missions from roughly 10 per cent to 
20 per cent, and the increase in the tax 
on distilled spirits from $6 to $9 a 
gallon. 

On January 3, 1947, in his budget 
message for the fiscal year 1948, the 
President urged that the war excise 
taxes be continued, declaring that he 
considered it “essential that war excise- 
tax rates be retained.”* At the same 
time, the President said, “When the 
time comes for excise-tax revision, the 
Congress should review the entire group 
of excise taxes rather than concentrate 
attention on those that were imposed or 
increased during the war.” * 

The Congress accepted the Presi- 
dent’s recommendation and, before be- 

2 Statement of Secretary of the Treasury Snyder, 
Individual Income Tax Reduction, Hearings be- 
fore the Committee on Ways and Means, House of 


Representatives, 80th Congress, Ist Session (March 
13, and 14, 1947), p. 15. 


3 Budget of the United States Government for 
the Fiscal Year Ending June 30, 1948, p. MS. 


4 Ibid., p. M11. 
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ginning action on a pending tax reduc- 
tion bill, passed the Excise Tax Act of 
1947, which indefinitely continued the 
war excise tax rates. This act also 
modified the tax on fur-trimmed coats 
and other acticles by providing that 
the tax should not apply unless the 
value of the fur is more than three 
times the value of the next most val- 
uable component material. Previously, 
the fur tax had applied to the entire 
value of the article if the value of the 
fur exceeded that of any other single 
component. The act also amended the 
tax on transportation of persons by 
exempting transportation outside the 
northern portion of the Western Hem- 
isphere, except for transportation be- 
tween places in the United States, Can- 
ada, or Mexico. 


H. R. 1, the Individual Income 
Tax Reduction Bill 


On March 13, 1947, the House Ways 
and Means Committee began hearings 
on H. R. 1 (80th Congress, 1st Session), 
a bill introduced by Representative 
Knutson, chairman of the Committee. 
The bill would have reduced individual 
income tax rates for 1947 and later 
years by a flat 20 per cent for all tax- 
payers with taxable net incomes below 
about $302,400. The rate reduction 
for larger incomes would have been 
smaller, tapering off to 10.5 per cent 
above $5,000,000. The bill also in- 
cluded a special additional tax exemp- 
tion of $500 for taxpayers over 65 
years of age (or $1,000 in the case of 
joint returns, where both husband and 
wife were over 65 and each had $500 
or more of gross income). It was esti- 
mated that the bill would reduce rev- 
enues by about $3.5 billion in a full 
year (assuming income payments of 
$166 billion). 
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In appearing as the first witness on 
the bill, Secretary of the Treasury 
Snyder opposed any general tax reduc- 
tion at that time. He pointed to the 
rapid transition that had been made 
from wartime to peacetime production 
and the current high level of economic 
activity. He stated that, with the 
existing high levels of national income, 
taxes could be paid with less hardship 
than under other less favorable condi- 
tions. The Secretary stressed the large 
size of the public debt and the desir. 
ability of reducing it as rapidly as feas- 
ible in good years. In his formal state- 
ment, Secretary Snyder did not argue 
that tax rates should be maintained to 
help curb inflation, but in his prepared 
replies to certain questions put to him 
by the Committee chairman he made 
that point.° 

The Secretary of the Treasury also 
opposed H. R. 1 on the grounds that 
it gave excessive relief to higher in- 
comes as compared with lower incomes. 
He pointed out that the bill would wipe 
out most of the wartime tax increases 
on very large incomes but would leave 
in effect a substantial part of the war- 
time increases on lower incomes. He 
also took the position that making as 
large a reduction in individual income 
taxes as was provided by H. R. 1 might 
forestall the later adoption of desirable 
revisions in other taxes. 

After brief hearings, the Ways and 
Means Committee amended H. R. 1 to 
increase the tax reduction to 30 per 
cent for the first $1,000 of taxable in- 
come. In order to minimize the rev- 
enue loss resulting from this provision, 
the 30 per cent reduction was applied 
only to those whose total taxable in- 
come was less than $1,000, rather than 


5 House Ways and Means Committee Hearings, 
op. cit., p. 18. 
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to the first $1,000 of income of all tax- 
payers. In a notch area between $1,- 
000 and approximately $1,400, the re- 
duction fell rapidly from 30 per cent 
to 20 per cent. Minority members of 
the Committee filed a strong dissent 
from the favorable report of the ma- 
jority.° | 

After an acrimonious debate, the bill 
was passed by the House of Representa- 
tives and sent to the Senate. In the 
Senate, the bill was still further amend- 
ed by the introduction of a new bracket, 
covering taxable incomes between $79,- 
700 and $302,400, for which the reduc- 
tion was 15 per cent rather than the 
20 per cent provided by the House bill. 
The Senate bill allowed only one-half 
of the reductions for the calendar year 
1947 and the full reductions for later 
years. 

As H. R. 1 emerged from conference 
and was finally approved by the Con- 
gress, it contained four distinct reduc- 
tion brackets: (1) taxable incomes 
below $1,000, a rate reduction of 30 
per cent; (2) taxable incomes between 
$1,000 and $1,400, rate reductions 
ranging from 30 per cent downward 
to 20 per cent; (3) taxable incomes be- 
tween $1,400 and $136,700, a 20 per 
cent reduction; (4) taxable incomes 
in excess of $136,700, rate reductions 
falling from 20 per cent to about 
10.5 per cent. These reductions were 
granted in full for 1948 and later years, 
but only one-half of the full reductions 
was allowed for 1947. For 1947 and 
later years, an additional exemption of 
$500 was allowed taxpayers over 65 
years of age. It was estimated that, in 


S Individual Income Tax Reduction Act of 1947, 
Report of the Committee on Ways and Means, House 
of Representatives, 80th Congress, Ist Session, Re- 
port No. 180 (March 24, 1947). 
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its final form, H. R. 1 would reduce 
revenues by about $3.8 billion in a full 
year of operation. 

H.R. 1 reached the President in June, 
and on June 16, 1947, he returned it 
without his approval. In his veto mes- 
sage the President held that tax reduc- 
tion was not justified by economic 
conditions or by the budgetary situ- 
ation. He also condemned H. R. 1 as 
inequitable and because it ignored tax 
problems other than those pertaining 
to individual income tax rates. The 
House of Representatives voted in favor 
of overriding the President’s veto (268 
to 137), but by less than the required 
two-thirds majority, so the veto was 
sustained.” 


Issues Raised by H. R. 1 


Although H. R. 1 did not become 
law, it may be worth while to examine 
briefly some phases of the public discus- 
sion of the bill. The Congressional 
debate and hearings seem to have had 
a noticeable effect on the content of the 
bill. Several important changes made 
between the bill’s original introduction 
and final passage by the two houses of 
Congress can be traced rather directly 
to the discussions of certain important 
issues raised by the bill. These changes 
were concessions to a point of view held 
by the President as well as by some 
members of Congress, but the conces- 
sions were not sufficient to win approval 
of the bill by the President and two- 
thirds of the Congress. 

The principal issue, of course, was 
whether 1947 was an appropriate time 
for tax reduction. This issue could be 
approached from two points of view. 
As a matter of budget policy, the ques- 
tion could be raised whether it would 


7 Congressional Record, Vol. 93, p. 7296 (June 
17, 1947). 
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be possible to reduce taxes and at the 
same time achieve a budget surplus 
large enough to permit a respectable re- 
duction in the public debt. From the 
point of view of broad economic policy, 
the question was whether tax reduction 
was appropriate or necessary in the light 
of existing and prospective economic 
conditions. 

Congressional supporters of H. R. 1 
asserted that enactment of the bill 
would still leave a large surplus for 
debt reduction. They attacked the 
budget estimates of government expend- 
itures and receipts. The President’s 
budget had put estimated expenditures 
for the fiscal year 1948 at $37.5 billion 
and net receipts at $38.8 billion (after 
allowance for the effect of the extension 
of the war excise tax rates). Sup- 
porters of H. R. 1 asserted that govern- 
ment expenditures would be consider- 
ably smaller than the President had 
estimated, but they did not agree among 
themselves as to the most likely figure. 
Confusion was increased by the failure 
of the two houses of Congress to agree 
on a legislative budget, as provided by 
the Legislative Reorganization Act of 
1946.8 The House Ways and Means 
Committee assumed that Federal ex- 
penditures in fiscal year 1948 would 
range between $31.5 billion and $32.25 
billion.® The Senate Finance Commit- 
tee computed the surplus on the basis of 
assumed expenditures of $33 billion.?° 
The discussion was further obscured by 
a confusion between estimated ex pend- 


8 Public Law 601, 79th Congress, 2nd Session, 
sec. 138. 


® House Ways and Means Committee Report, op. 
CR ts. F. 


10 Individual Income Tax Reduction Act of 1947, 
Report of the Committee on Finance, United States 
Senate, 80th Congress, Ist Session, Report No. 173 
(May 14, 1947), p. 5. 
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itures and appropriations, which under 
certain circumstances may differ sub- 
stantially.” 

The assumptions as to government 
expenditures used in Congress to justify 
tax reduction do not seem to have been 
substantiated by experience. In Jan- 
uary, 1948, with the fiscal year 1948 
half over, the President estimated ex- 
penditures for the year at $37.7 bil- 
lion,'* which is slightly higher than his 
original budget estimate of $37.5 billion, 
made a year earlier. 

The Treasury estimates of receipts 
under existing law were repeatedly chal- 
lenged as being too low. Indeed, on 
the face of the matter, it did seem clear 
that either the revenue estimates were 
too low or the Secretary’s appraisal of 
the economic outlook was too optim- 
istic.’® The passage of time has shown 
that the estimates of receipts were too 
low. In January, 1948, receipts for the 
fiscal year ending June 30, 1948, were 
estimated at $45.2 billion,’* or $6.4 


11 Appropriations for a given year are based on 
obligations expected to be incurred during that year, 
but the corresponding expenditures may not be 
actually disbursed until a later year. At the same 
time, the current year’s expenditures include pay- 
ments of obligations incurred under 
appropriations of a prior year. Consequently, ex- 
penditures will usually exceed appropriations in a 
period of declining government activities and be 
less than appropriations in a period of expanding 
activities, 


12 Budget of the United States Government for 
The Fiscal Year Ending June 30, 1949, p. A4. 


arising out 


13 The Treasury revenue estimates were based on 
the assumption of income payments of $166 billion 
in the calendar year 1947; yet in January, 1947, 
income payments were already running at an annual 
rate of $177 billion. At the hearings, Secretary 
Snyder had said, “I do not believe anything at this 
time, in the next year, will indicate a material re- 
duction in jobs.” House Ways and Means Com- 
mittee Report, op. cit., p. 6. No one was bold 
enough to forecast a decline in prices as a means 
of reconciling the Secretary’s view and the esti- 
mates of his technical staff. 


14 Budget for the Fiscal Year 1949, p. A4. 
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billion more than the estimate made 
one year earlier. 

The disputes about the probable size 
of the budget point up the difficulty of 
legislating on the basis of expected 
future appropriations and the failure of 
the machinery established by the Legis- 
lative Reorganization Act to perform its 
intended function of providing the 
Congress an agreed basis for financial 
planning. 

One outcome of the debate about the 
size of the budget was the provision of 
the final bill that made the contemplated 
tax reduction in two stages, only one- 
half of the reduction being allowed in 
1947 and the full reduction postponed 
until 1948. 

At the end of the calendar year 1947, 
it seemed that supporters of H. R. 1 had 
been right in contending that it would 
have been possible to have granted the 
tax reduction provided by the bill and 
at the same time have made a sizable 
payment on the public debt. With 
the fiscal year 1948 half over, the Presi- 
dent estimated the surplus for that year 
at $7.5 billion and for the fiscal year 
1949 at $4.8 billion (under then exist- 
ing tax rates).'° Whether these esti- 
mated surpluses were large enough to 
justify tax reduction, however, could 
not be decided as a matter of abstract 
budget policy. The appropriate size of 
the surplus and amount of debt retire- 
ment could be decided only in the light 
of an appraisal of the economic situation 
and the economic effects of tax reduction. 

The economic aspects of the timing 
of tax reduction were not neglected in 
the debate about H. R. 1. Both the 
House Ways and Means Committee and 
the Senate Finance Committee defended 
the bill by arguments which implied 


15 Ibid., p. A4. 
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(although they did not explicitly so 
state) that supporters of the bill feared 
a deflationary recession in economic ac- 
tivity during the fiscal year 1948. The 
majority of the Ways and Means Com- 
mittee said: 


The added spendable income in the hands 
of the consumer, and incentives for business 
expansion which this bill provides not only 
are important from a long-run point of 
view but also as counter-actives if the re- 
cession, so frequently forecast by business- 
men and Government officials, should occur 
in the latter part of 1947 or early 1948. 
If such a recession should take place, it is 
important that the tax reductions be made 
now, since a considerable period must elapse 
before these tax-reduction measures achieve 
their full economic effects. 

The presence of inflationary factors at 
the present time, due to temporary shortages 
of materials and manpower, will not be 
aggravated by the tax reduction in your 
committee’s bill. This is true because the 
full effect of the tax reduction on invest- 
ments and consumer spending will not be 
felt until some time in 1948, when it ap- 
pears likely that all but a few of the short- 
age problems will have disappeared.'® 


The Senate Finance Committee report 
was somewhat more cautious in lan- 
guage, but it concluded, “‘ In any case a 
tax reduction will be a hedge against 
recession and cumulative deflation, and 
should be enacted now.” ** 

The Secretary of the Treasury argued 
that a tax reduction was not needed to 
assure a high level of economic activity 
throughout 1947. He said that a tax 
reduction would add to inflationary 
pressures, but he did not greatly stress 
this point. The President in his veto 
message attacked H.R. 1 on the grounds 


16 House Ways and Means Committee Report, 
op. cit., p. 11. 


17 Senate Finance Committee Report, op. cit., p. 9. 
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that it would increase inflationary dan- 


gers. He said: 


The time for tax reduction will come 
when general inflationary pressures have 
ceased and the structure of prices is on a 
more stable basis than now prevails. How 
long it will take for this point to be reached 
is impossible to predict. Clearly, it has not 
been reached as yet. Tax reduction now 
would add to, rather than correct, malad- 
justments in the economic structure. 


Developments during 1947 were in 
the direction of additional inflation and 
gave no support to the argument of 
those who favored tax reduction as a 
means of bolstering purchasing power. 
At the time of this writing (January, 
1948), there are no indications of any 
immediate need for tax reduction to 
maintain aggregate purchasing power. 

Another important issue in the debate 
about H. R. 1 was whether the rate re- 
ductions made by the bill provided 
equitable treatment of different income 
groups. Opponents of the bill pointed 
out that it would result in much larger 
percentage increases in income after 
taxes for high-income individuals than 
for those with lower income. Support- 
ers of the bill countered by calling at- 
tention to the fact that: (1) persons 
with high incomes would still pay high 
effective rates of tax after the percent- 
age reduction provided by the bill, and 
(2) even complete exemption of those 
with small incomes would not result in 
a large percentage increase in their in- 
come after taxes. They stressed the 
importance of high incomes as a source 
of savings and venture capital. 


The issue of how tax reduction should 
be shared among different income groups 
was a fundamental one, reflecting basic 
social attitudes and economic philos- 
ophy, about which agreement could 
hardly be expected. Greater agreement, 
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however, might have been expected on 
one factual question and one conceptual 
matter that were prominent in the de- 
bate. The factual question was how 
much of the wartime increase in income 
taxes would be wiped out by H. R. 1, 
The Secretary of the Treasury presented 
tables showing that the bill would elim- 
inate a much larger fraction of the 
wartime tax increase for high incomes 
than for low and moderate incomes, and 
he mentioned this point in his prepared 
statements before both the House Ways 
and Means Committee and the Senate 
Finance Committee. Nevertheless, the 
contention was made several times in the 
Congressional debate that taxes had been 
increased most on high incomes during 
the war and that it was to be expected 
that tax reductions should be greatest 
in this area. This is not true, if tax 
increases are measured as a percentage of 
prewar taxes. Percentagewise, the war- 
time increases were greatest for small 
and moderate incomes. Prewar rates 
on large incomes were so high that they 
left less room for rate increases on these 
incomes than on small incomes. 

The conceptual problem that figured 
in the debate related to the meaning of 
progression in income tax rates and of 
changes in progression. It was con- 
tended by supporters of an across-the- 
board tax cut that a uniform percentage 
reduction in existing taxes would main- 
tain the existing degree of progressivity.” 
Opponents of the bill argued that sucha 
reduction would decrease the progres- 
sivity of the tax system. Failure to agree 
on this point was indicative of the 
vagueness of understanding of the 
meaning of progressive taxation, despite 


18 See, for example, the statement of Roswell 
Magill, House Ways and Means Committee Hear- 
ings, op. cit., p. 122. See also the argument of the 
majority of the Ways and Means Committee, Report, 
op, cit., p. 8. 
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wide endorsement of the idea. It must 
be admitted that the concept of progres- 
sion and especially of changes in pro- 
gression presents some difficulties. A 
complete discussion of the issue cannot 
be undertaken here. It does seem fairly 
clear, however, that a flat percentage re- 
duction in existing progressive tax rates 
would significantly alter the character 
of the distribution of the tax load. Per- 
haps the simplest way of showing this is 
to point out that such a flat percentage 
cut would actually be a “ progressive ” 
tax reduction, one which would amount 
to a much larger fraction of net income 
in high brackets than in low brackets. 
A series of such cuts would narrow the 
(number of percentage points) spread 
between top and bottom rates. An- 
other way of looking at the matter is 
based on the idea that progression can be 
measured by the extent to which it re- 
duces the inequality of disposable in- 
comes (after taxes). On this basis, a 
flat percentage tax cut would reduce 
progression because it would give per- 
sons with the highest incomes the largest 
percentage increase in disposable income 
and thus increase the inequality of dis- 
posable incomes. 

The effect of the debate about the 
distribution of tax reduction among 
different income groups was shown by 
the scries of modifications of the rate 
structure. The original Knutson plan 
had called for a uniform 20 per cent re- 
duction in existing taxes for all tax- 
payers. Even before hearings began, 
Mr. Knutson modified his proposal by 
decreasing the reduction allowed on 
large incomes. By a series of amend- 
ments of H. R. 1 the reduction for the 
smallest incomes was increased and the 
reduction for larger incomes decreased, 
until the four distinct brackets found in 
the final bill appeared. 
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H. R. 3950, a Second Individual 
Income Tax Reduction Bill 


After the President’s veto of H. R. 1 
was sustained, it was at first assumed 
that further Congressional action on 
tax reduction would be deferred until 
1948. In July, 1947, howev-r, the 
Congress passed H. R. 3950 (80th 
Congress, Ist Session). This bill was 
identical with H. R. 1 for 1948 and 
later years, but it made no tax reduc- 
tion for 1947. On July 18, 1947, the 
President vetoed this second bill, mak- 
ing essentially the same objections to 
it as to the earlier bill. The House 
voted to override this veto by a ma- 
jority of 299 to 108.’® In the Senate, 
however, the veto was sustained when 
supporters of the bill failed to muster 
a two-thirds majority in favor of over- 
riding the veto.” 


Ways and Means Committee Hear- 
ings on General Tax Revision 


On May 19, 1947, the House Ways 
and Means Committee began hearings 
in connection with a general study of 
the Federal tax system, with a view 
to developing plans for comprehensive 
tax revisions. These public hearings 
continued through the remainder of the 
month of May and the greater part of 
June and July and were resumed in No- 
vember. The record of these hearings 
fills four volumes, totalling more than 
3,000 pages.2' The Committee heard a 
large number of witnesses, and it ac- 
cepted for the record many letters, 
briefs, and other statements from per- 
sons and groups not represented at the 


19 Congressional Record, Vol. 93, p. 9468 (July 
18, 1947). 

20 The vote in the Senate was 57 in favor of 
overriding the veto and 36 opposed. Ibid., p. 9448. 


21 Revenue Revisions, 1947-48, Hearings before 
the Committee on Ways and Means, House of Repre- 
sentatives, 80th Congress, Ist Session (1947). 
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hearings. The hearings covered such 
subjects as excise taxes, individual in- 
come taxes, corporation income taxes, 
and the treatment of cooperatives and 
other wholly or partially tax-exempt 
organizations. 


The Secretary of the Treasury ap- 
peared as the first witness at these hear- 
ings. He made no specific recommen- 
dations as to the character of tax re- 
visions or their timing. He conceded, 
however, that “A period of tax reduc- 
tion is approaching ” and recommended 
a study of all phases of the tax system 
in anticipation of legislative action. The 
Secretary listed twenty-one major tax 
subjects under study in the Treasury 
Department and offered to present 
studies on them as they were completed. 
The items mentioned were as follows: 
(1) corporate income tax rates; (2) 
taxation of dividends; (3) taxation of 
small business; (4) tax-exempt organi- 
zations; (5) elimination of tax discrim- 
ination among various forms of doing 
business; (6) business loss offsets; (7) 
treatment of depreciation for tax pur- 
poses; (8) taxation of American busi- 
ness abroad; (9) intercorporate tax 
problems, such as consolidated returns 
and intercorporate dividends; (10) in- 
dividual income tax rates; (11) personal 
exemptions; (12) tax treatment of 
family income; (13) taxation of pen- 
sions and annuities; (14) averaging of 
income for tax purposes; (15) credit 
for earned income; (16) allowances for 
life insurance premiums and other sav- 
ings; (17) taxation of capital gains and 
losses; (18) revision of excise taxes; 
(19) excise tax discrimination between 
domestic and imported goods; (20) re- 
vision of the estate and gift taxes; and 
(21) extension of social security cover- 
age. In addition, the Secretary called 
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attention to a number of technical tax 
matters that he believed needed study,” 
The witnesses following the Secretary 
of the Treasury covered a wide range of 
subjects. Some presented comprehen- 
sive tax programs; others confined 
themselves to details of the Internal 
Revenue Code. As is usual, the quality 
of the material presented varied consid- 
erably. Some of the witnesses merely 
entered unsubstantiated pleas for lower 
taxes for themselves or their industry, 
Others, however, presented extensive 
briefs or statements including fairly 
elaborate statistical and factual data to 
support their economic arguments, 
Some of the latter material is of general 
interest as well as being pertinent to 
specific tax problems. Like similar ma- 
terial contained in previous revenue 
hearings, however, it is not likely to be 
widely used because the grains of useful 
information are mixed with so much 
chaff that considerable persistence is re- 
quired to separate the components. 


Treasury Tax Studies 


The Treasury Department released a 
series of technical tax studies during the 
year. By the close of 1947, fourteen 
such studies had been made public; they 
related to eleven of the twenty-one 
major subjects of study listed by the 
Secretary in his May 19 testimony be- 
fore the Ways and Means Committee.” 
With two exceptions, these studies made 
no explicit legislative recommendations. 
The exceptions were a study on estate 
and gift tax integration on which the 
Treasury staff collaborated with a com- 
mittee of outside attorneys and a study 


22 bid, Part 1, pp. 1-15. 


23 Three of the studies related to the revision of 
the excise taxes, which was listed as a single subject 
in the Secretary’s statement; and one of the studies 
related to Federal-state tax coordination, a subject 
not originally listed by the Secretary. 
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on business loss offsets which was pre- 
pared jointly by the technical staffs of 
the Treasury and the Joint Committee 
on Internal Revenue Taxation. 

Most of the Treasury studies present 
rather elaborate analyses of the operation 
of existing law and of proposed changes 
in the law. Many of them contain use- 
ful factual material. The character 
of the subject matter and the style of 
presentation are such that the principal 
appeal of the studies is to the specialist. 
The issuance of such studies, however, 
offers interested legislators and members 
of the public a great amount of infor- 
mation on important tax issues. It re- 
mains to be seen what, if any, impact 
this will have on the legislative process. 


Special Tax Study Committee 


In June, 1947, the Committee on 
Ways and Means appointed a special tax 
study committee, pursuant to House 
Resolutions 293 and 297. ‘The chair- 
man of this special committee was Ros- 
well Magill, attorney and former under- 
secretary of the Treasury, and the vice 
chairman was Governor Frank Carlson 
of Kansas, a former member of the 
Ways and Means Committee. The 
ten members of the committee also in 
cluded, among others: J. Cheever 
Cowdin, investment banker and capital- 
ist active in the financing of aviation 
and motion picture companies; John L. 
Connolly of the Minnesota Mining and 
Manufacturing Company; John W. 
Hanes, investment banker and former 
under-secretary of the Treasury; and 
Matthew Woll, vice-president of the 
American Federation of Labor. 

On November 4, 1947, the committee 
submitted its report, and at the same 
time Mr. Woll filed a minority report.** 


24 Reports of the Special Tax Study Committee to 
the Committee on Ways and Means, House of Repre- 
sentatives (November 4, 1947). 
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In describing its objectives, the chair- 
man of the committee stated: 


Aside from those broad considerations of 
tax policy that are imperative in the post- 
war period, the Special Tax Study Com- 
mittee addressed itself especially to those 
administrative provisions of the tax law 
that seem most in need of revision. This 
work has been largely technical in char- 
acter and drew heavily upon the personal 
experience and knowledge of the various 
committee members in contact with the 
interpretation and application of the law.”5 


In outlining its tax philosophy, the 
majority of the committee stressed the 
danger that tax rates, especially individ- 
ual income tax rates, might be so high 
that little incentive would be left to 
work and invest. The majority of the 
committee expressed concern that, under 
progressive rates, incentives “are being 
smothered and destroyed by a tax sys- 
tem which, instead of rewarding people 
in proportion to how much they strive 
and accomplish, punishes them with a 
graduated penalty that increases with 
their success.” *° The committee re- 
commended “a reduction in individual 
income-tax rates for all, with due re- 
gard for the cost of living of those in 
the lower-income groups and for the 
needs of the balance of the economy,” ** 
but refrained from more detailed recom- 
mendations as to rates and exemptions. 
The committee recommended that ex- 
cise taxes continue as an important 
source of revenue and added, “A case 
can certainly be made for strengthen- 
ing the excise-tax structure so that, in 
less prosperous times than these, the Fed- 
eral Government will still have adequate 
sources of revenue.” *® 


°5 [bid., p. 1. 
26 Ibid., p. 11. 
27 Ibid., p. 11. 
28 [bid., p. 8. 
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The report of the special committee 
was composed mainly of recommenda- 
tions for technical revisions of the In- 
ternal Revenue Code. The committee 
emphasized the need for clarification 
and correction of many provisions of 
the Code, which it believed were result- 
ing in unforeseen inequities. Recom- 
mendations were presented on thirty- 
one topics under the income tax and 
thirteen topics under the estate and gift 
taxes. In describing the program the 
chairman said, “ Frequently these [re- 
visions] are in the Treasury’s own inter- 
est.” *® Inasmuch as all of the recom- 
mendations were calculated to decrease 
tax liabilities,®° this view is a little hard 
to understand, unless, of course, the 
committee was concerned primarily with 
reducing the Treasury’s administrative 
workload. 

Matthew Woll vigorously dissented 
from the views of the majority both 
with respect to its general approach and 
most of its specific recommendations. 
He presented a detailed minority report 
of almost the same length as the major- 
ity report. 

This is not the place for a detailed dis- 
cussion of the recommendations of the 
committee nor of Mr. Woll’s views. It 
should be noted, however, that adoption 
of some of the committee’s “ technical ” 
recommendations would have rather 
far-reaching implications. Among these 
are the proposal to reduce the so-called 
double taxation of dividend income by 
allowing stockholders a tax credit equal 
to the amount of dividends received 
multiplied by the first-bracket rate of 


29 Ibid., p. 1. 


30 The statement in the text is not quite accurate. 
The committee recommended that the Ways and 
Means Committee consider the possibility of enacting 
a strict statutory definition of “non-resident alien” 
in order to impose a tax on the capital gains of 
certain aliens now classified as nonresidents. I[bid., 
pp. 22-23. 
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the individual income tax, income split. 
ting between husbands and wives for 
tax purposes, placing the burden of 
proof on the Treasury to show that ac- 
cumulations of undistributed corporate 
profits are unreasonable and hence sub- 
ject to section 102 surtax, and allowing 
taxpayers any depreciation deduction 
entered in their own books (in the case 
of assets with a life of more than five 
years). 


Taxation of Husbands and Wives 


During 1947 the problem of Federal 
taxation of income of husbands and 
wives continued to receive attention 
both in the Congress and in the state 
legislatures. Under the Federal tax, 
income is taxable to its legal recipient 
and legal title to income is governed 
mainly by state laws. In community 
property states, husbands and wives 
share equally in the ownership of com- 
munity income, whether from property 
or personal efforts. Division of income 
between husbands and wives may put 
the income in a lower surtax bracket 
and thereby result in a tax saving for 
couples whose combined taxable incomes 
exceed $2,000.° Thus many married 
residents of community property states 
pay substantially less income taxes than 
similarly situated persons in other states. 
The Treasury several times has urged 
the Congress to eliminate this discrim- 
ination by taxing income to the spouse 
exercising management and control or 
by requiring husbands and wives to file 
joint returns, but these recommenda- 
tions have never been accepted. 

The so-called original community 
property states were eight in number. 
They were Arizona, California, Idaho, 
Louisiana, Nevada, New Mexico, Texas, 

31 No tax saving is realized by the small number 
of couples with combined taxable incomes in excess 


of $400,000, since the top surtax bracket now begins 
at $200,000. 
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and Washington. In 1938, Oklahoma 
attempted to secure the tax advantages 
of community property for its residents 
by adoption of an elective community 
property system. The United States 
Supreme Court held, however, that an 
election under the State law was not to 
be given effect for purposes of the Fed- 
eral income tax.** Oklahoma repealed 
its original law in 1945 and enacted a 
new non-elective community property 
law, which has been recognized by the 
Commissioner of Internal Revenue as 
valid for Federal tax purposes. In 1943, 
Oregon adopted an elective community 
property law similar to the original 
Oklahoma statute, but this law was re- 
pealed in 1945. Hawaii adopted a com- 
munity property law in 1945, which has 
been recognized by the Commissioner. 

Thus at the beginning of 1947, the 
community property system governed 
tax liabilities in nine states and one 
territory. The year 1947 saw a flurry 
of legislative activity in the field. Com- 
munity property laws were discussed in 
many state legislatures and were adopted 
in four states. The new community 
property laws, all of which were recog- 
nized by the Commissioner, were in 
Nebraska, Oregon, Michigan, and Penn- 
sylvania.** The Pennsylvania law, how- 
ever, was invalidated by the State Su- 
preme Court.** 

Governors of some of the important 
states in which no legislative action on 
income splitting had been taken by the 
end of 1947 threatened to back adop- 
tion of community property laws in 
their states if Congress did not extend 
the privilege of income splitting for tax 


32 Commissioner v. Harmon, 323 U.S. 44 (1944). 


83 For the approval of the Commissioner of In- 
ternal Revenue, see I. T. 3867, I. T. 3868, I. T. 
3869, and I. T. 3870. 


34 Willcox v. The Penn Mutual Life Insurance 
Co., $5 Atl. (2d) 521 (November 26, 1947). 
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purposes to residents of all states. How- 
ever, certain inconveniences and disad- 
vantages in the community property 
system were recognized by the governors 
and others, and there were indications 
of reluctance to adopt the system in 
some of the wealthiest and most popu- 
lous states. 

The tax discrimination between resi- 
dents of community property states and 
of common law states also received at- 
tention in Congress. A number of bills 
were introduced during the year to ex- 
tend the privilege of income splitting 
to residents of the common law states. 


H. R. 4790, the Revised Knutson Plan 


On December 18, 1947, Representa- 
tive Knutson, chairman of the Ways 
and Means Committee, introduced H. 
R. 4790 (80th Congress). This bill, 
with an effective date of January 1, 
1948, provided: (1) an increase in in- 
come tax exemptions from $500 to 
$600; (2) income splitting for hus- 
bands and wives; (3) a special $600 
exemption for persons over 65 years of 
age; (4) reductions in individual in- 
come tax rates ranging from 30 per- 
cent on the lowest incomes to 10 per 
cent on the highest; (5) estate and gift 
tax concessions for residents of com- 
munity property states. Mr. Knutson 
estimated that his bill would reduce 
Federal revenues by $5.6 billion in a 
full year,*° but the Treasury Depart- 
ment later estimated the reduction at 
$6.3 billion.*® 


Conclusions 


Federal tax legislative activities in 
1947 illustrate again the fiscal prob- 
lems that arise in our form of govern- 
ment when the President and the 
majority of the Congress belong to 


35 New York Times, December 19, 1947. 
36 New York Times, January 17, 1948. 
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different political parties. Such a situ- 
ation is likely to result in conflict and 
frustration in any field, but taxation is 
perhaps especially likely to become a 
political battleground. 

The experiences of 1947 also supply 
added evidence of the difficulties of 
carrying out a fiscal policy designed to 
reduce economic fluctuations. These 
difficulties arise partly out of the prob- 
lem of obtaining effective leadership on 
fiscal matters, especially when the legis- 
lative and executive branches of the 
government are controlled by different 
parties. Another important difficulty 
is the reluctance of many political 
leaders to accept fiscal measures that are 
needed for economic stabilization when- 
ever such measures conflict with a 
course of action favored for other 
reasons. In 1947, many of those who 
had previously expressed most appre- 
hension about the size of the public 
debt showed least concern about the 
danger of continued inflation and the 
greatest willingness to reduce taxes at 
the expense of debt retirement. 

Another obstacle to fiscal policy that 
was apparent in 1947 is the difficulty of 
forecasting government expenditures 
and revenues and of anticipating eco- 
nomic changes early enough and accu- 
rately enough to permit appropriate 
changes in tax rates to be made in ad- 
vance of immediate needs. In retro- 
spect it is clear that the Congressional 


committees justified their action on tax 
reduction on the basis of erroneous 
estimates of government expenditures 
and at least implicitly on the basis of 
erroneous forecasts of economic con- 
ditions. The executive branch planned 
on the basis of highly inaccurate esti- 
mates of revenues, which presumably 
reflected poor economic forecasts. There 
was also a tendency on the part of both 
the legislative and executive branches to 
gloss over inconsistencies between vari- 
ous parts of their economic forecasts 
and policy preferences. 

In view of all of these difficulties, it 
is perhaps not surprising that the legis- 
lative budget procedure set up by the 
Legislative Reorganization Act of 1946 
failed to operate in its first year of trial, 
The procedure had been visualized as a 
means of providing the Congress with a 
framework for systematic consideration 
of revenue and expenditure bills. Yet 
in a year of important fiscal decisions, 
such as 1947, the House and Senate 
were unable to agree even on a ceiling 
on appropriations. The experience of a 
single year, of course, is not enough basis 
for passing judgment on the future use- 
fulness of the legislative procedures em- 
bodied in the 1946 act. It may be 
that the frustrations of 1947 will con- 
tribute indirectly to the acceptance and 
improvement of the idea of the legis- 
lative budget. 











n on tax 


rroneous 
enditures 
basis of 
ic con- 
planned 
‘ate esti- 
sumably 
. There 
of both 
nches to 
en vari- 
‘orecasts 


ilties, it 
1¢ legis- 
by the 
»f 1946 
of trial, 
ed asa 
with a 
eration 
. Ve 
Cisions, 
Senate 
ceiling 
ce of a 
‘h basis 
re use- 

es em- 

ay be 

1 con- 

se and 

legis- 








STATE TAX LEGISLATION IN 1947 


WM. G. HERZEL * 


TATES are moving at an accelerated 

pace in the direction of excise taxes 
to meet the demand for revenue to 
finance increased state services and aids. 
The year 1947 witnessed the adoption 
of asnumber of new taxes, mainly ex- 
cises, and also the enactment of num- 
erous increases in rates of existing taxes. 
Deductions and exemptions came in for 
considerable treatment. There was a 
noticeable trend toward greater simpli- 
fication and other means of achieving 
more convemence for the taxpayer 
and expediting enforcement practices. 
There was some legislation relating to 
interstate tax cooperation and the avoid- 
ance of multiple taxation. Another in- 
teresting development dealt with state- 
local tax relations. Administrative re- 
organization was provided in a few 
states. 

All states, except Kentucky, had regu- 
lar or special legislative sessions in 1947, 
and some states had both. Legislation 
affecting tax policy and administration 
was enacted in forty-six of the states. 
This review is not intended to be a de- 
tailed coverage of every state tax enact- 
ment during 1947 but is intended, 
rather, to summarize the legislative de- 
velopments relating to state tax policy 
and revenue administration.’ 


*The author is executive director of the Feder- 
ation of Tax Administrators. He credits Ray H. 
Garrison, F.T.A. staff member, for major collabor- 
ation in the preparation of this article. 


1A more detailed analysis of state tax legislation 
in 1947 will be available from the Federation of 
Tax Administrators at a later date. 


New Taxes 


The quest for additional revenue was 
met in several states by levying new 
excises, including sales taxes and tobacco 
taxes. Four states—Connecticut, Mary- 
land, Rhode Island, and Tennessee— 
established retail sales taxes, while seven 
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YEAR OF ADOPTION 











Income Tax Sales Tax Tobacco Tax 
(34 States) (27 States) (38 States) 
1947 R. I. 1947 Conn. 1947 Ind. 
1937 Colo. Md. Mich. 
Md. ek Minn. 
1936 Ky. Tenn. Mont. 
1935 Penn. 1942 La. Neb. 
1934 Iowa 1937 Ala. Nev. 
La. Kan. W. Va. 
1933 Ala. 1935 Ark. 1945 Idaho 
Ariz. Colo. 1943 Fla. 
Kan. N. D. ~ NLM 
Minn. Wyo. 1941 Ill. 
N. M. 1934 Iowa Me. 
1931 Idaho Mo. 1939 Mass. 
Utah Ohio N. H. 
Vt. 1933 Ariz. NY. 
1929 Ark. Cal. i ge 
Cal. Ill. Wis. 
Ga. Ind. 1937 Vt. 
Ore. Mich. 1936 Ky. 
1923 N. H. N.C. 1935 Conn 
Tenn. N. M. Okla. 
1922 S. C. Okla. Penn. 
1921 N.C. S. D. Wash 
1919 N. D. Utah 1933 Ariz. 
1917 Del. Wash. Ohio 
Mass 1930 Miss. 1931 Texas 
Mo. 1921 W. Va. 1930 Miss 
Mont :927 Ala. 
N. Y. Kan 
1915 Conn. 1926 La. 
Okla. 1925 N. D 
1912 Miss. Tenn. 
1911 Wis. 1924 Ark. 
1843 Va. 1923 Ga. 
8. C. 
S. D. 
Utah 
1921 Iowa 
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states — Indiana, Michigan, Minnesota, 
Montana, Nebraska, Nevada, and West 
Virginia—enacted tobacco taxes. Not 
since the depression years in the early 
’thirties have there been so many new 
enactments of major taxes. While 
major legislative activity centered on 
the sales and tobacco taxes, one state, 
Pennsylvania, joined Louisiana and 
South Carolina in the bottled soft drinks 
tax field. 


The accompanying table shows the 
extent of tobacco, sales, and income 
taxes and the chronological develop- 
ment based on year of adoption. It 
is of interest to note that all four new 
sales tax states also employ the income 
tax. Connecticut, Rhode Island, and 
Tennessee tax corporate income, and 
Maryland taxes both corporate and per- 
sonal income, 


If the new taxes in 1947 are an index 
to trends in the future, many more 
states are likely to go into the general 
sales tax field in preference to income 
taxes. If this should be the case, it 
will reverse a past trend, during which 
six states—Georgia, Idaho, Kentucky, 
New Jersey, New York, and Pennsyl- 
vania—abandoned their sales taxes after 
brief use. In this connection, it is 
significant that Louisiana repealed its 
sales tax in 1940 but re-enacted it in 
1942, and Maryland let its 1935 tax 
expire in 1936 only to re-establish an- 
other eleven years later. Only South 
Dakota and West Virginia have aban- 
doned their income taxes, the former 
in 1943 and the latter in 1942. 


Sales taxes——The Connecticut sales 
and use tax became effective July 1, 
1947, and is scheduled to expire June 
30, 1951. The retailer is taxed at 3 
per cent of gross receipts from sales of 


[ VoL, J 


tangible personalty, and a complemen- 
tary use tax at the same rate applies to 
goods brought into the State. The rate 
schedule on small sales is as follows: 13 
to 35 cents, tax of 1 cent; 36 to 70 
cents, tax of 2 cents; and 71 cents to 
$1.12, tax of 3 cents. The principal 
exempt sales include: food for con- 
sumption “off the premises,” except 
candy; children’s clothing; prescription 
medicines; newspapers and magazines; 
cigarettes and gasoline; utility services; 
feeds, plants, and fertilizers; sales to 
the State, its subdivisions, and the Fed- 
eral Government, and to charitable and 
religious institutions. The State Tax 
Commission is charged with adminis- 
tration. Returns may be filed (a) by 
reporting gross receipts, including tax 
collected, discounting this amount 3 
per cent and paying tax on the balance, 
or (b) by reporting gross sales exclus- 
ive of tax and paying at the rate of 3 
per cent. 

The Maryland enactment provided 
for a 2 per cent general sales and use 
tax effective July 1, 1947, to apply to 
sales of tangible personalty and selected 
services including hotel room rents, 
fabrication and printing on special ord- 
ers, and building materials for resale as 
real estate. The bracketed rates on 
small purchases are: 14 to 50 cents, 1 
cent tax; 51 cents to $1, 2 cents tax; 
and 1 cent on each 50 cents or fraction 
in excess of $1. Exemptions under the 
Maryland levy, in the main, are similar 
to those of Connecticut; however, they 
also include motor vehicles, transporta- 
tion, advertising, amusements taxed by 
the State, and sales of less than 14 cents. 
Administration of the Maryland tax 
is handled by the State Comptroller. 
The statute specifically states that the 
retailers may not absorb the tax. They 
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may, however, retain 3 per cent of col- 
lections as compensation. 

The Rhode Island law, effective July 
1, 1947, provides for a tax of 1 per 
cent upon the retail sale, storage, use or 
consumption of tangible personal prop- 
erty. The tax does not apply to sales 
under 25 cents and is 1 cent on sales 
ranging from 25 cents to $1.39, and 1 
cent for each additional $1.00 of pur- 
chase or fraction thereof. The retailer 
must add the tax to the purchase price. 
Exemptions are less extensive than in 
Connecticut or Maryland. Food sales 
are taxable, as are utility services, which 
accounts primarily for the compara- 
tively low rate of tax. Students of 
sales taxes generally agree that the fewer 
the exemptions the simpler is the admin- 
istration. 

The Tennessee experiment with a 2 
per cent general sales and use tax began 
June 1, 1947. The tax is based on re- 
tailers’ gross receipts. The Tax Com- 
missioner is given discretionary author- 
ity to determine the minimum trans- 
action to be taxed. Exemptions under 
the Tennessee sales tax are essentially 
similar to those of Connecticut, but all 
food sales, except school lunches, are 
taxable. 


Cigarette taxes.—The other major ex- 
cise field cultivated in 1947 was the 
cigarette tax. Reference again to the 
table shows more enactments in 1947 
than in any other year. Only ten 
States remain without a tax on ciga- 
rettes, and that number is likely to be 
cut after 1948 legislation. Rates of the 
new taxes vary, with 1 cent a pack of 
twenty in West Virginia, 2 cents in 
Montana and Nevada, and 3 cents 
in Indiana, Michigan, Minnesota, and 


Nebraska. 
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There are considerable variations in 
the discounts allowed wholesalers as 
compensation for affixing stamps or 
applying meter impressions. Discounts 
range from 5 to 10 per cent of 
stamps purchased. Only in Nevada 
is administration on a local basis. 
There the law provides for county sher- 
iffs to sell the stamps, turning over the 
collections to the county treasurers for 
remittance to the State Tax Commis- 
sion. It is of interest that Michigan 
is administering its new law without 
the use of stamps. Of the thirty-eight 
taxing states, only Massachusetts and 
Michigan do not use stamps or meter 
impressions, 


Other new taxes——New severance 
taxes were enacted in Indiana, Okla- 
homa, and Oregon. The Indiana tax 
applies only to oil production, and is 
imposed at the rate of 1 per cent of the 
value of petroleum severed. The tax 
in Oregon is limited to forest products. 
A new severance tax applying to nat- 
ural gas and casinghead gas was enacted 
in Oklahoma. This excise is at the rate 
of 1/100 of 1 cent on 1,000 cubic feet. 
Both natural and casinghead gas is also 
subject to a production tax of 5 per 
cent of gross value. 

A special tax on wholesalers and re- 
tailers of liquor was enacted in South 
Carolina. The tax on wholesalers is 
graduated according to annual gross 
profits (maximum legal mark-up) as 
follows: from $25,000 to $35,000, tax 
of 15 per cent; $35,000 to $45,000, 
tax of 30 per cent; and over $45,000 
tax of 40 per cent. This tax must be 
absorbed by the wholesaler. The tax 
on the retailers also is graduated accord- 
ing to annual gross profits as follows: 
from $5,000 to $10,000, tax of 25 per 
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cent; $10,000 to $15,000, tax of 40 
per cent; and over $15,000, tax of 50 
per cent. Likewise, the tax on the re- 
tailer may not be shifted to the con- 
sumer. 

Pennsylvania adopted a bottled soft 
drink sales tax to join Louisiana and 
South Carolina which had entered this 
new field several years earlier. The rate 
is 1 cent per 12 ounces. In view of the 
revenue potential and ease of adminis- 
tration through bottlers, it is surprising 
that so few states have adopted this type 
of tax. 

Although not a new tax, a new fea- 
ture, i.e., a tax on corporate net income, 
was added in Rhode Island to the bus- 
iness corporation tax formerly levied on 
the corporate excess. The tax on net 
income is not additional to the tax on 
corporate excess, which is retained, but 
the corporation pays only whichever 
tax yields the greater amount to the 
State. The rate will be 4 per cent on 
the net income reported to the Federal 
Government for 1947 and 1948, and 3 
per cent thereafter. Public service cor- 
porations and banks are exempted from 
this tax, 


Tax Rate Changes 


Many states increased the rates of 
existing taxes instead of levying new 
taxes in order to balance expanded 
budgets. However, several states re- 
versed the trend by reducing their in- 
come tax rates and by increasing exemp- 
tions and deductions. The rate changes 
included here do not cover all legisla- 
tion, but they illustrate the general 
trend. Numerous license increases are 
excluded altogether. Most increases 
were in the selective excises. 


Excises.—Seven states raised cigarette 
tax rates. The increase was from 2 


NATIONAL TAX JOURNAL 


[ Von, ] 


cents to 3 cents a pack in Idaho, Kan. 
sas, New Mexico, New York, and Rhode 
Island; while Maine jumped from 2 to 
4 cents; and Arkansas raised its rate 
from 5 to 6 cents, which is the highest 
of all state cigarette taxes. 

The trend in motor fuel tax rate leg- 
islation was similar to that of cigarette 
taxes. Eight states—California, Colo- 
rado, Connecticut, Maine, Maryland, 








Nevada, Rhode Island, and Vermont— 
added amounts from 1 cent to 2 cents 
per gallon to old rates. Florida, Louisi- 
ana, and Tennessee continue to levy the 
highest state tax, 7 cents per gallon. 
In some states the rate increases were 
temporary, but some rates that had 
previously been temporary were made 
permanent. The increase in Nevada 
was levied for the benefit of county and 
city road improvements, and the act 
provides that the county commissioners 
in any county may refuse to accept the 
added tax of 1.5 cents per gallon. Of 
the seventeen counties, five have ac- 
cepted and twelve have refused. This 
differential may complicate effective ad- 
ministration. 

Alcoholic beverage taxes were signifi- 
cantly increased. In many states the 
consumer taxes were doubled, particu- 
larly on beer and wine, though some 
doubling occurred on distilled spirits. 
Nine states—Idaho, Iowa, Kansas, Mass- 
achusetts, North Carolina, Pennsylvania, 
South Carolina, Tennessee, and West 
Virginia—increased the tax on malt 
beverages. The increases ranged from 
$1.00 per barrel in Massachusetts to 
$4.65 per barrel in South Carolina. 
Seven states— Arkansas, Minnesota, 
New York, Rhode Island, South Caro- 
lina, Tennessee, and Wisconsin—in- 
creased their tax on wine in amounts 
ranging from 10 cents in Arkansas to 
60 cents per gallon in Minnesota. In 






[ Vou. ] 


aho, Kan. 
ind Rhode 
from 2 to 
d its rate 
he highest 


rate leg. 
cigarette 
ia, Colo- 
Aaryland, 
-rmont— 
9 2 cents 
a, Louisi- 
levy the 
r gallon, 
ses Were 
hat had 
re made 
Nevada 
inty and 
the act 
‘issioners 
cept the 
on. Of 
lave ac- 
l. This 


tive ad- 


signifi- 
ites the 
articu- 
h some 
spirits, 
» Mass- 
‘lvania, 
| West 
1 malt 
| from 
tts to 
rolina. 
nesota, 
Caro- 
1—in- 
10unts 
sas to 
1. In 





No. 1] 


the case of distilled spirits, seven licens- 
ing states — Arkansas, Massachusetts, 
Minnesota, Nevada, New Jersey, Tenn- 
essee, and Wisconsin—added taxes, and 
two monopoly states—Idaho and Ver- 
mont—made increases. The amounts 
ranged from 5 cents per gallon in Mass- 
achusetts to $1.50 per gallon in Minne- 
sota. The Idaho increase was one-half 
of 1 per cent of the purchase price. 
and in Vermont the store tax was 
raised 10 cents per pint. 

Income. — Some states made rate 
changes in income taxes affecting both 
corporations and individuals. Corpo- 
ration rate increases were from 4 to 5 
per cent in Colorado; 2 to 3 per cent 
in Connecticut; 4.52 to 6.125 per cent 
in Massachusetts; and 1.5 to 4 per cent 
in Maryland. In Oklahoma, however, 
the rate was reduced from 6 to 4 per 
cent. 

Oklahoma readjusted its individual 
tax rates downward so that the maxi- 
mum will be 6 per cent instead of 9 per 
cent. Iowa passed an act providing 
for a flat 50 per cent cut in the income 
taxes paid in 1947 on 1946 income. 
The personal income tax in New York 
was increased by 10 per cent of existing 
rates for the purpose of meeting in part 
the veterans’ bonus payments. In Ore- 
gon, the tax rate for personal incomes 
over $8,000 was increased from 7 to 8 
per cent. 


Exemptions and Deductions 


Several states provided increased ex- 
emptions, deductions, refunds, and al- 
lowances for tax collection. Income 
tax personal exemptions were lowered 
in Colorado, Oregon, and Vermont, but 
increased in Arkansas, Iowa, and Okla- 
homa. 

Colorado adopted a unit exemption 
system patterned after that used by the 
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Federal Government. The taxpayer, 
his spouse, and each dependent was 
granted $750. Formerly, the exemp- 
tions were $1,000 for a single person, 
$2,500 for a married couple or head of 
family, and $400 for each dependent. 
The unit system also was adopted in 
Vermont, and the exemption was made 
to correspond in amount to that granted 
by the Federal Government except that 
persons over sixty-five years of age will 
receive an additional exemption. 

The personal exemptions in Oregon 
for single persons were lowered from 
$750 to $500, and for married couples 
from $1,500 to $1,000.. The increases 
in personal exemptions in Arkansas 
were as follows: single individuals, from 
$1,500 to $2,500; married persons or 
heads of families, from $2,500 to $3,- 
500. The exemption for a dependent 
was continued at $400. In Oklahoma 
the boosts in personnel exemptions were 
as follows: single individuals, from 
$850 to $1,000; married persons and 
heads of families, from $1,700 to $2,- 
000; dependents, from $300 to $500. 
In Iowa, where personal exemptions 
take the form of a tax credit, the ex- 
emptions were raised 50 per cent. The 
changes were as follows: single persons, 
$10 to $15; married couples or heads 
of families, $20 to $30; dependents, $5 
to $7.50. 

A ceiling of 50 per cent was put on 
the amount of Federal income taxes de- 
ductible in computing net income for 
Arkansas income tax purposes.” Twen- 
ty-two of the thirty-four states levying 
either corporate or personal net income 
taxes at present allow deductions for 
Federal income taxes. 


2 The constitutionality of the reduced deduction 
was upheld by the Arkansas Supreme Court in 
Walters Dry Goods Co. v. Cook,—Ark.—; 206 S. W. 
(2d) 742. 
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Medical expenses were made deduct- 
ible under the personal income tax in 
Missouri. However, the amount is 
limited, as in the Federal income tax, to 
5 per cent of the taxpayer’s adjusted 
gross income. The medical deduction 
in California likewise was limited to 5 
per cent. 

Maximum rates of depletion of min- 
eral deposits under the Arkansas in- 
come tax were cut from 25 to 15 per 
cent of gross income from the property. 

Several states provided additional ex- 
emptions from their sales taxes. For 
example, alcoholic beverages were ex- 
empted in Alabama. California ex- 
cluded the amounts of city sales and 
use taxes from the measure of the State 
tax, and North Carolina exempted gas- 
oline from the sales tax, even though 
a portion of the gasoline tax on the fuel 
may later be refunded because of non- 
highway use. 

Tennessee joined the ranks of those 
states granting refunds of tax on gas- 
oline used for agricultural purposes. 
Six cents of the 7 cents per gallon tax 
on all gasoline used in tractors or other 
farm equipment used for agricultural 
purposes will be refunded. A sliding 
scale refund on aviation fuel was adopt- 
ed in South Dakota. One-half of the 
5 cents per gallon tax on aircraft fuel 
used within the State was made subject 
to refund. Aircraft fuel and prepared 
naphthas or solvents were exempted in 
Oklahoma. In Georgia, retailers of 
motor fuel or kerosene were granted a 
refund of 2 per cent of taxes collected 
to cover expenses of collecting the tax 
and losses in evaporation. The usual 
rule is to grant the distributor, rather 
than the retailer, compensation for col- 
lection and losses. 

The discount allowed tobacco dis- 
tributors for affixing the tax stamps 
was increased in Oklahoma, but reduced 
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in Idaho, Maine, Pennsylvania, and 
Rhode Island. The increase in Okla- 
homa was from 3 per cent to 4 per 
cent on purchases of $100 or more of 
tax stamps. The reductions in discount 
rates were as follows: 7 to 5 per cent in 
Idaho; 7 to 3.5 per cent in Maine; 7.5 
to 4 per cent in Pennsylvania; and 6 
to § per cent in Rhode Island. Al- 
though the percentage discount rate was 
reduced in these four states, the dis- 
tributor will in each instance receive 
equal or greater compensation in cents 
per standard case of 10,000 cigarettes 
than before the discount rate was cut 
because of increases in the rate of cig- 
arette tax. 


Sim plification 


There has been considerable progress 
in recent years toward simplification of 
tax laws, and compliance has been made 
easier for the taxpayer. The small in- 
come taxpayer has been given the priv- 
ilege of filing a short return form, pat- 
terned after that used by the Federal 
Government. This makes for conven- 
ience to the taxpayer as well as more 


expeditious processing and handling of | 
Six 


returns by the tax administrator. 
states—Colorado, Missouri, New York, 
Oklahoma, Vermont, and Wisconsin— 
adopted this innovation last year. Cal- 
ifornia, Kentucky, Maryland, and Ore- 


gon already were using this practice, 


Kentucky having adopted it in 1946. 


The short form return, based on an 
optional table, is usually limited to in- 
dividual taxpayers having a gross income 
of $5,000 or less. Missouri, however, 
extended the privilege to individuals 
with incomes up to $10,000, but Wis- 
consin restricted the use of the optional 


24 Vermont adopted substantially the same defini- 
tion of taxable income as is used in the Federal tax. 
See J. K. Lasser, “State Income Tax Simplification 
in Vermont,” pp. 62-66. [Editor] 
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form to those with gross receipts not in 
excess of $3,500. 

As a rule, the optional tax table, 
which the taxpayer may elect to use in- 
stead of computing net income and 
then applying a fixed rate, is arranged 
to allow a fixed percentage of gross or 
adjusted income in lieu of all deduc- 
tions. Most of the optional tables al- 
low a standard deduction of approxi- 
mately 10 per cent of gross income. 
Missouri, however, allows only 5 per 
cent, while Wisconsin grants approx- 
imately 9 per cent. Taxpayers in New 
York were given an optional standard 
deduction of the lower of 10 per cent 
of gross income, or $500. Oregon, 
which formerly allowed $350, reduced 
the standard deduction to $250. If a 
taxpayer’s actual deductions exceed the 
optional standard deduction he may file 
the long return form and list all de- 
ductions. 

Approximately 250,000 small tax- 
payers in Iowa were completely relieved 
of filing a State income tax return. 
This was accomplished by raising the 
amount of gross income which individ- 
uals may earn without being required 
to report. Only single persons having 
net incomes of $1,250 or more and mar- 
ried couples having aggregate incomes 
of $2,000 will be required to file. 

Fewer information returns from per- 
sons disbursing income subject to the 
Arkansas income tax will be required. 
Only if the recipient obtained $2,500 
or more during the year will the em- 
ployer be required to file. Formerly, 
employers and others disbursing taxable 
income were required to file reports on 
all persons receiving $1,000 or more. 

In New Jersey, corporations with a 
small amount of assets were given the 
privilege of filing their corporation 
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franchise tax returns under a short op- 
tional rate table. Only corporations 
having a total assets, less reasonable re- 
serves for depreciation, amounting to 
less than $100,000 may use the short 
rate table. Approximately 25,000 cor- 
porations will be affected. 

Further simplification in income tax 
reporting has been made through elim- 
ination of the requirement that returns 
be filed under oath. Three states— 
Arkansas, North Dakota, and New 
Hampshire—removed the oath require- 
ment last year. In 1946 Mississippi had 
substituted a written declaration for the 
oath. North Dakota still requires a 
written declaration that the return is 
made under penalty of perjury. 

Sales tax tokens, usually a nuisance 
to purchasers, were banned in Alabama 
and a bracket system was substituted. 
Retirement of tokens in Alabama 
leaves only six states now using them. 
None of the new sales tax states has 
adopted either tokens or prepaid re- 
ceipts. 

Missouri shifted from monthly to 
quarterly sales tax reporting, thereby 
saving taxpayers and the sales tax ad- 
ministrator a number of mailing, post- 
ing, filing, and other clerical operations. 
Quarterly returns, however, may not 
permit as close checking on transient 
and seasonal business operations and 
may make it less difficult for a taxpayer 
to become substantially delinquent in 
his tax obligations. Of the four states 
adopting new sales taxes, only Con- 
necticut provided for quarterly returns, 
while Maryland, Rhode Island, and 
Tennessee required monthly returns. 
Missouri is the seventh state to adopt 
quarterly sales tax returns. 

The trend toward easing the tech- 
nical procedure for obtaining refunds 
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of tax on motor fuel used for non-high- 
way purposes continued. The require- 
ment that claims be filed under oath 
was removed last year in California and 
North Dakota. In each state a declara- 
tion that the claim is filed under pen- 
alty of perjury was substituted for the 
oath requirement so as to protect the 
state against fraudulent claims. In 
recent years there has been a definite 
tendency toward extending the period 
during which claimants may raake ap- 
plications for refund. For example, 
last year, claimants in Wisconsin were 
given six months in which to file appli- 
cations. Formerly, claims had to be 
filed within ninety days after the motor 
fuel was purchased. Since 1937, nine 
of the thirty-eight states granting re- 
funds of tax paid on gasoline consumed 
either for general or specified non-high- 
way uses have changed their filing per- 
iods to allow taxpayers more time in 
which to present their claims. No state 
has reduced the period of time in which 
claims must be filed. Less than a quar- 
ter of the refund states now require 
claims to be filed within less than four 
months after motor fuel is purchased. 


Tightening of Enforcement 


Coupled with the tendency to make 
compliance easier for the taxpayer, there 
has been a significant drive to plug loop- 
holes against evaders. To permit taxa- 
tion of out-of-state sales of property 
which later comes into the taxing state, 
a substantial majority of the states levy- 
ing either general or selective sales taxes 
resort to the use tax device. Each of 
the four states enacting sales taxes last 
year adopted a complementary use tax. 
Twenty-one of the twenty-seven states 
taxing retail sales have provisions for 


[Vo I 


taxing the use, storage, or consumption 
of products within the state. 

Similarly, of the seven states adopting 
new Cigarette taxes last year, five—In- 
diana, Michigan, Minnesota, Montana, 
and West Virginia—enacted use tax 
provisions. Three states—Connecticut, 
Maine, and New Hampshire—which al- 
ready had cigarette sales taxes enacted 
use tax provisions in order to combat the 
growing evasion of cigarette sales taxes 
through interstate parcel post traffic. 
In addition, the tobacco tax in New 
Hampshire was amended to include reg- 
ulation of advertisements of tobacco 
products shipped by parcel post or ex- 
press by out-of-state dealers. State 
police in Pennsylvania were given 
authority to search without warrant 
any vehicle or place of business which 
they suspect of containing bootleg ciga- 
rettes. Of the thirty-eight states now 
having cigarette sales taxes, twenty also 
provide for taxing their use or con- 
sumption. 

Recently there has been a considerable 
amount of discussion about the most 
desirable methods of enforcing taxes on 
special fuels, particularly liquefied 
petroleum gases and Diesel fuel. At 
present three methods are used in collect- 
ing taxes on these fuels when used for 
highway purposes: (1) inclusion of 
special fuels in the definition of taxable 
motor fuel under the general gasoline 
statute; (2) collection from the user 
under a separate use fuel statute; and 
(3) collection from licensed distributors 
upon the first sale except where the dis- 
tributor sells to a special license holder 
who assumes the obligation of reporting 
and paying the tax on all special fuels 
used on the highway. Of these prac- 
tices the second is the most widely em- 
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ployed. It was adopted last year by 
Idaho, Michigan, and Pennsylvania, all 
of which formerly used the first method. 
Indiana and Oklahoma amended their 
use fuel laws in order to simplify ad- 
ministration. 

State governments have been slow to 
adopt the collection-at-the-source prin- 
ciple in income taxation, except as to 
income paid nonresidents. Oregon, 
which adopted a 1 per cent withholding 
levy effective January 1, 1948, was the 
first state to develop this practice as ap- 
plied to all individual income tax- 
payers.’ The withholding features in 
Oregon will apply to all wages and sal- 
aries without any deductions for the 
Federal income tax, social security con- 
tributions, or industrial accident contri- 
butions. Any employer whose gross 
payroll for any month exceeds $50 will 
be required to withhold, irrespective of 
the amounts paid individual employees. 
Any withholding tax collected in excess 
of the regular personal income tax will 
be refunded. 

The applicability of a state or local 
withholding tax presents major inter- 
governmental problems. The: Federal 
Government has already announced it 
will not withhold from Federal em- 
ployees subject to the Oregon tax. The 
ruling, given by the Comptroller Gen- 
eral on January 6, 1948, rests on the 
ground that the Oregon law imposes a 
direct burden on the Federal Govern- 
ment in exercising its governmental 
functions. 

Further developments in interstate and 
intergovernmental exchange of infor- 
mation were noticeable. The secrecy 
of returns provisions in the Arkansas 

3 The constitutionality of the withholding plan 
was upheld by the State Supreme Court on December 


18, 1947, in Marr v. Fisher,—Ore.—; 18 P. (2d) 
966. 
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income tax was amended to give the 
Commissioner of Revenue authority to 
furnish the Federal Government and 
other states information obtained from 
State income tax returns. The infor- 
mation may be furnished only in con- 
nection with the enforcement of taxes 
upon, or measured by, income. Fur- 
thermore, the jurisdiction receiving in- 
formation must have secrecy require- 
ments substantially similar to those of 
Arkansas. Missouri granted the Fed- 
eral Government permission to inspect 
State income tax returns. 

The State Tax Commissioner in Ore- 
gon was given permission to require a 
taxpayer to file a copy of a Federal rev- 
enue agent’s report. 


Community Property 


Considerable attention has been de- 
voted in recent months to the unique 
problem of Federal-state tax relations 
arising out of the diversity of state sys- 
tems of property ownership. Four 
states — Michigan, Nebraska, Oregon, 
and Pennsylvania *—joined ranks with 
nine other states already having com- 
munity property laws, with the deliber- 
ate purpose of reducing the Federal in- 
come tax liabilities of their citizens be- 
cause of the advantage married couples 
have in being allowed to divide their 
community income. Several states 
memorialized Congress to place com- 
munity and non-community property 
states on a uniform basis with respect 
to the Federal income tax, and bills are 
pending in Congress to clear up the 
problem. 

4The community property law in Pennsylvania 
was declared unconstitutional on November 26, 1947, 
by that Commonwealth’s Supreme Court in Willcox 
v. Penn Mutual Life Insurance Co.,—Pa—; 55 A. 


(2d) $21, om the grounds that it violated due 
process of law and was so “ vague, indefinite, and 


uncertain ” that it could not be enforced. 
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Interstate Cooperation 

Numerous attempts have been made 
to avoid multiple taxation. Real prog- 
ress has been achieved in several in- 
stances. Much remains to be done, 
however, particularly as to corporation 
income and franchise taxes. 

The decision in 1944 of the United 
States Supreme Court in Northwest 
Airlines v. Minnesota (322 U.S. 292), 
upholding the power of the state of 
domicile of air carriers to tax their en- 
tire fleets while other states also con- 
tinue to tax the carriers, pointed up 
the need for greater interstate coopera- 
tion. In order to avoid multiple tax- 
ation and insure the taxing states an 
equitable share of air carrier taxes, the 
National Association of Tax Adminis- 
trators in 1946 proposed for consider- 
ation by the states a uniform statute 
based on a formula that had been 
developed jointly by several organiza- 
tions. Under the uniform proposal 
flight equipment would be taxed ac- 
cording to a formula made up of 
three equally weighted factors: sched- 
uled aircraft arrivals and departures; 
originating revenue; and originating 
and terminating tonnage. Real prop- 
erty and personalty, except flight 
equipment, would be allocated accord- 
ing to ordinary rules of situs rather 
than by the formula. Connecticut and 
Nebraska in 1947 enacted the proposed 
uniform statute. The Connecticut stat- 
ute, however, deviates from the uniform 
bill in one minor respect in that origi- 
nating revenue will not include that 
derived from express and mail. 

The gross income tax in Indiana was 
amended to permit reciprocal agree- 
ments with other states to relieve per- 


sons living in one state and working in - 


another state from full income taxation 
in both. Under the reciprocity agree- 
ments residents of other states working 
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in Indiana will receive credit on their 
Indiana gross income tax return for 
taxes paid the resident state, while resi- 
dents of Indiana working in another 
state may credit their income tax paid 
that state with that amount of gross 
income taxes paid in Indiana. Non- 
residents were granted credits in North 
Dakota for income taxes paid to an- 
other state on income taxable by North 
Dakota, provided that che taxing state 
reciprocates. 

Much attention has recently been 
focused on extra-territorial enforcement 
of out-of-state tax claims. Early in 
1946 the St. Louis Court of Appeals in 
State of Oklahoma v.Rodgers (—Mo. 
—; 193 S. W. [2d] 919) disregarding 
a strong line of precedent, upheld the 
right of one state to bring suit for col- 
lection of its taxes in the courts of an- 
other state. Possibilities of serious in- 
terstate complications were regarded as 
insignificant. In an attempt to facili- 
tate enforcement of out of ‘state tax 
claims, Alabama, Oregon, and Wiscon- 
sin enacted reciprocal statutes granting 
sister states permission to institute in 
their courts an original suit for taxes 
due them, provided the latter extend 
similar privileges. 


State-Local Tax Relations 


One of the major developments in 
1947 was the action taken by a number 
of legislatures to put local government, 
both counties and cities, on a more 
adequate self-financing basis. There 
was legislation to relieve local budgets 
of certain expenses; to increase the 
share of revenues; to make per capita 
contributions; to abandon certain tax 
sources in favor of localities; to per- 
mit local units to enter a number of 
new tax fields not otherwise preempted 
by the state; and to reorganize assess- 
ment systems and provide for reappraisal 
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programs. Only a few of the more 
significant enactments are reviewed 
here. 


Perhaps the most comprehensive state- 
local fiscal program was enacted by 
New York. In addition to other 
budget stabilization devices, the local 
taxing powers were considerably broad- 
ened. Upstate countics were author- 
ized to levy one or more of the follow- 
ing taxes: a2 per cent retail sales tax; a 
tax up to 3 per cent on restaurant meals 
over $1; a 5 per cent tax on admissions; 
a $10 license tax on vending machines; 
a $§ use tax on passenger cars and $10 
for cars and trucks over 3,500 pounds; 
and a license tax up to 25 per cent 
of the State retail alcoholic beverage 
license fee. If a county does not im- 
pose any of these taxes, any city over 
100,000 population in the county may 
adopt the levy. In addition, the up- 
state cities of over 100,000 may exclu- 
sively levy a 5 per cent tax on hotel 
rooms and a gross receipts tax on bus- 
iness, trades and professions at the rate 
of one-tenth of 1 per cent. New York 
City was specifically empowered to levy 
the tax on admissions, the restaurant 
tax, the motor vehicle use tax, and the 
retail liquor license tax. 

Another interesting development was 
Ohio’s vacating the admissions tax field 
for use by its municipalities. Florida, 
Maryland, and Virginia also authorized 
cities to levy taxes on admissions. 

The mushrooming of city sales taxes 
was one of the most significant local 
tax developments in 1947. The great- 
est growth took place in California. 
In New Jersey, eleven cities including 
Atlantic City, were authorized to levy 
a 3 per cent retail sales tax. Illinois 


authorized cities to levy a retailer’s oc- 
Cupation (sales) tax, not 


to exceed 
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one-half of 1 per cent, subject to local 
referendum. The act provided that 
administration will be handled by the 
State Department of Revenue. Local 
governments in Pennsylvania were given 
power to levy virtually any kind of tax 
not already employed by that Common- 
wealth. 

A few examples of other state auth- 
orizations are as follows: Alabama per- 
mitted three counties to levy taxes on 
malt beverages and West Virginia 
municipalities were authorized to tax 
liquor at 2 per cent of the purchase 
price. Minneapolis, Minnesota, was em- 
powered to levy an income tax and a 
wheelage tax. Tennessee authorized 
certain counties to levy motor vehicle 
license taxes. 

Another phase of legislation bearing 
on state-local tax relations dealt with 
the property tax. Arkansas repealed 
the State ad valorem tax, effective De- 
cember 31, 1948, bringing to twenty 
the number of states that have entirely 
left the property tax field or that im- 
pose the tax only on a selective or in- 
cidental basis. 

Two revampings of property assess- 
ment systems are worthy of mention. 
Iowa’s township assessment system was 
replaced by a county assessor system. 
Trained assessors, working under the 
supervision of the county auditor, will 
be chosen by examination held by the 
State Tax Commission. Nebraska en- 
acted a measure abolishing the office of 
962 precinct assessors, applying to all 
counties with populations over 6,500. 
Other important enactments were the 
general reassessment of realestate author- 
ized in Indiana, an Arizona appropri- 
ation of $300,000 for a reappraisal of 
urban real estate, and a Colorado appro- 
priation of $100,000 for a similar pro- 
gram. 
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Tax Reorganization and Research 


The trend toward unification and 
streamlining of the tax administrative 
machinery continues. A comprehen- 
sive reorganization was provided for in 
Indiana. There the revenue collecting 
agencies are to be consolidated into a 
single department of revenue effective 
July 1, 1948. The new department will 
be governed by a board, consisting of 
the Governor, State Treasurer, and 
State Auditor, which will effect the 
reorganization and hire a Commissioner 
of Revenue to execute the State revenue 
program. In Nevada the legislature 
reorganized the Tax Commission and 
made provision for the secretary of the 
Commission to be the principal admin- 
istrator. In Oklahoma, the Tax Com- 
mission was recreated with three mem- 


bers designated as chairman, vice-chair- 
man, and secretary, whereas previously 
the three members held equal rank. 
Under the new law, the commissioners 
are appointed with staggered terms of 
six years and they may be removed only 
for cause. 

A number of legislatures established 
tax study committees for the purpose 
of examining the tax structure and tax 
administration of the state, localities, or 
both. Such committees or commissions 
were created in Georgia, Indiana, New 
Hampshire, Pennsylvania, Tennessee, 
Utah, Virginia, and Washington. An 
interim legislative commission was pro- 
vided in Minnesota to consider a revision 
of the State constitution, and a road 
study committee was created in Iowa 
for the purpose of making recommenda- 
tions on road financing. 
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RESEARCH PROJECT: 


EFFECT OF FEDERAL TAXES ON BUSINESS 


J. KeirH Butters * 


HE purpose of this note is to outline 

the general scope, methodology, and 
objectives of a research project recently 
undertaken by the Division of Research of 
the Harvard Business School on the general 
subject of the Effect of Federal Taxes on 
Business. The project is being financed by 
a grant to Harvard University of $175,000 
by the Merrill Foundation for Advancement 
of Financial Knowledge. 

Even with this generous financing, the 
study can, of course, hope to cover only a 
very limited range of the effects of taxes 
on business, and through business on the 
general level and composition of the national 
income. It has seemed wise to cover a series 
of well defined, but limited, topics with 
considerable care rather than to spread the 
investigations thinly over a broader area. 

The most significant contributions of the 
study probably will be in the area of the 
direct effects of taxes on the decisions of 
business executives and on those of investors 
in business enterprise. These direct effects 
will be emphasized more than the indirect 
economic effects of differing tax policies 
on, say, aggregate levels of consumption and 
investment. This is not to say, however, 
that the project will ignore general eco- 
nomic analysis; on the contrary, every effort 
will be made to interpret and present the 
research findings in terms of their over-all 
economic and fiscal significance. 

With reference to methodology, the dis- 
tinctive characteristic of this project will 
be the heavy emphasis placed on field inves- 
tigations. Extensive field inquiries will be 
made of business managers, tax lawyers and 
accountants, investment counselling and 
banking firms, and representatives of the 


* The author is assistant professor of finance at 


the Harvard Graduate School of Business Adminis- 
tration, 
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Bureau of Internal Revenue. Within the 
limits of the time available, a large number 
of business situations will be examined in 
detail to trace through various tax effects; 
in general, the method of approach will be 
similar to that employed on a much smaller 
scale in an earlier Harvard Business School 
study on the Effect of Federal Taxes on 
Growing Enterprises.1 With the empirical 
background and “feel” for the problems 
thereby obtained, the participants in the 
project hope to be able to present an analysis 
much more relevant to the problems of the 
“real world” than would otherwise be 
possible. 


Another somewhat distinctive feature of 
the study will be the decentralized basis on 
which it is to be conducted. The project 
will consist of a series of separate, but re- 
lated, monographs on various aspects of the 
over-all problem. These monographs will 
be followed by a final summary volume 
which will attempt to integrate the findings 
of the individual monographs. Consistent 
with the research policies of the Business 
School, the authors of each separate publi- 
cation will bear sole responsibility for the 
views and opinions expressed therein. 


As of February, 1948, tentative decisions 
and personnel allocations have been made 
for nine monographs. The listing is in 
order of probable publication, and the titles 
are purely descriptive; work has actually 
begun on only three of the monographs, 
and substantial revisions may be made as 
the project advances. The monographs 
planned are the following: 


J. Keith Butters, Influence of Taxation on Inventory 
Accounting and Inventory Policies; 


1 Jj. Keith Butters and John Lintner, Effect of 
Federal Taxes om Growing Enterprises (Harvard 
Business School, 1945). 
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E. Cary Brown, Influence of Taxation on Deprecia- 
tion Policies; 

William L. Cary, Influence of Taxation on Capital 
Structure in Bankruptcy Reorganizations; 

John Lintner, Cary, and Butters, Influence of Taxa- 
tion on the Acquisition of One Company by 
Another (This monograph will emphasize partic- 
ularly the tax incentives causing small, closely held 
companies to sell out to their large competitors.) ; 

Lynn L. Bollinger, Influence of Taxation on the In- 
vestment Capabilities and Policies of Individuals; 

Dan T. Smith, Influence of Taxation on Corporate 
Financial Policy (including the effects of taxes on 
capital structure, dividend policy, reorganizations, 
and relations with subsidiaries. Certain aspects of 
this volume will be closely related to the legal work 
to be done by Professor Cary.) ; 

(Authors undecided), Influence of Taxation on Man- 
agement Incentives and Executive Compensation; 

(Authors not finally decided) ,? Influence of Taxa- 
tion on the Retirement and Acquisition of Assets 
(Primarily Capital Equipment) ; 


Smith and Butters, Summary Volume. 


No definite dates have been set for pub- 
lication, but it is hoped that several of the 
monographs will be available late in 1948 
and that the summary volume will be com- 
pleted by mid-1950. 

It should be stressed that this list of 
authors includes highly qualified specialists 
from other faculties: Professor Cary is on 
the faculty of the Northwestern University 
Law School, and Professor Brown is the 
public finance specialist of the Massachusetts 
Institute of Technology. It is also possible 
that one or more additional members of 


2 The authors of this monograph probably will be 
selected from among those listed for earlier mono- 
graphs, depending on the progress of these earlier 
monographs and the other commitments of the par- 
ticipating authors. 


other faculties will participate as authors 
of some portion of the study. 

The study is to be conducted under the 
general supervision of Dr. Melvin T. Cope- 
land, Director of Reseatch of the Harvard 
Business School. Professor Dan T. Smith 
is director of the project, itself, and is re- 
sponsible for the general planning and con- 
duct of the work and for the selection of 
personnel and monograph subjects. Pro- 
fessor Butters is serving as associate director. 


A board of advisors has agreed to consult 
with the authors. These men will assist 
in the planning of the project, will be avail- 
able for consultation as the work progresses, 
and will review manuscripts as they are pre- 
pared. The study undoubtedly will ben- 
efit greatly from their assistance at all stages 
in the work. The advisors will not, how- 
ever, be held responsible in any way for the 
results, nor will they have other than ad- 
visory powers. As of this writing, the 
following men have consented to serve as 
advisors: Professor Roy Blough, of the Uni- 
versity of Chicago; Mr. Albert J. Browning, 
Vice President of the Ford Motor Company; 
Dean E. N. Griswold, of the Harvard Law 
School; and Professor Alvin H. Hansen, of 
the Harvard Department of Economics. It 
is expected that several other members will 
be added in the near future. In order to 
assure an objective treatment and compre- 
hensive coverage of all aspects of the prob- 
lems studied, an effort has been made to 
obtain outstanding men of different back- 
grounds and points of view for the advisory 
committee as well as for the authorship of 
the respective monographs. 
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NTA NOTES 





THE NEW JOURNAL: MESSAGE OF PRESIDENT MITCHELL 


ROOF that even the National Tax Asso- 

ciation is vulnerable to the trend of 
the times is apparent in the “ new look” 
which accompanies the transformation of 
the thirty-three year old Bulletin of the 
National Tax Association into the National 
Tax Journal. 

In presenting this quarterly publication 
to the members of the Association, I am sure 
the editor, Professor Roy Blough, must 
have intended that the new format and 
typography together with the sprightly 
cover would do more than attract your pass- 
ing attention. These are merely some of 
the devices by which he hopes to make it 
easy for you to cultivate a closer and more 
intimate acquaintance with the substance 
of our new Journal. 

For nearly two years the Executive Com- 
mittee and latterly the Committee of 
Fifteen have been considering means of 
strengthening and enlarging the Associ- 
ation’s publication program. Major atten- 
tion was given to the adequacy with which 
the Bulletin served the needs of the member- 
ship, and to its sphere of special competence 
in relation to the peculiar interests of other 
publications that now are devoted to var- 
ious aspects of taxation and public finance. 
In marked contrast to the situation in the 
early years of the Bulletin’s history, there 
are today several special tax services, 
monthly news letters, and magazines re- 
porting the current tax news and technical 
developments in specialized fields of tax- 
ation. Many of these publications are 
clearly better equipped to perform these 
functions than the Bulletin. On the other 
hand, no other magazine or group can pro- 
vide so natural a forum for the discussion 
of the broad economic and social issues of 
alternative tax and expenditure policies as 
the National Tax Association. This is our 


area of special competence, as well as our 
heritage. The diversity of interest in our 
membership precludes a publication exhib- 
iting either a narrow concentration on tech- 
nicalities or an over-all bias in content or 
point of view. 

Probably few of our members are aware 
of the parsimonious attitude of the Asso- 
ciation toward the Bulletin in years past. 
Printing and distribution costs had long 
been regarded as a practical limit to our 
financial obligation. For many years the 
services of the editor, the contributions of 
the authors, and the clerical and steno- 
graphic expense in the editor’s office were all 
donated. That we had a Bulletin to trans- 
form into a Journal we owe to the sustained 
interest and splendid work of our previous 
editors: James W. Martin, 1946-47; Henry 
F. Long, 1935-46; Carl Shoup, 1930-35; 
Alfred E. Holcomb, 1929-30, 1923-26, 
1918-21; M. H. Hunter, 1926-29; H. L. 
Lutz, 1921-23; Fred R. Fairchild, 1916-18; 
and Thomas S. Adams, 1915-16. 


The recent increase in dues makes it pos- 
sible for the Association to defray a larger 
part of the costs of the Journal. We can 
now fairly compensate all stenographic and 
clerical help and furnish contributors with 
a liberal supply of reprints of their articles. 
The editorial costs are still largely contrib- 
uted, but the burden on the editor has been 
materially lessened by the appointment of 
an associate editor, Professor Richard Goode, 
and the assistance of an Editorial Advisory 
Board. The members of the Editorial Ad- 
visory Board who have thus far accepted 
membership and their terms of service are as 
follows: terms expiring 1949—Leo Matters- 
dorf, Mattersdorf and Allen, New York, 
New York; H. Clyde Reeves, Commissioner 
of Revenue, Frankfort, Kentucky; terms 
expiring 1950—Roy Blakey, University of 
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Minnesota, Minneapolis, Minnesota; Welles 
Gray, Pennsylvania Economy League, Harris- 
burg, Pennsylvania; term expiring 1951— 
Arthur H. Kent, Attorney, San Francisco, 
California; I. M. Labovitz, United States 
Bureau of the Budget, Washington, D. C. 
The officers of the Association are ex officio 
members of the Editorial Board. 


[Vox I 


In the National Tax Journal the Execu- 
tive Committee has attempted to provide a 
suitable medium for competent comment 
on important issues in public finance and 
taxation. We hope you will like the result 
well enough to be a consistent reader and 
frequent contributor. 


GEorRGE W. MITCHELL, President, 


National Tax Association 


1948 NATIONAL TAX CONFERENCE 


HE 1948 National Tax Conference will 

be held October 4 to October 7, inclu- 

sive, in Denver, Colorado. The headquarters 

of the Conference will be in the Cosmopoli- 
tan Hotel. 

Reservations for the Conference should be 
made with Clarence N. Hockom, manager of 
the Denver Convention and Visitors Bureau, 
Inc., 519 Seventeenth St., Denver 2, Colo- 
rado. Hotel rates are listed below. The 
Brown Palace Hotel is across the street from 
the Cosmopolitan and the Shirley Savoy is a 
short block away. 

Plans for the program are being formu- 
lated by the Program Committee under the 


chairmanship of I. M. Labovitz, Bureau of 
the Budget, Executive Office of the Presi- 
dent, Washington 25, D. C. Other mem- 
bers of the committee include: C. Emory 
Glander, Tax Commission, State of Ohio; 
Elton K. McQuery, Executive Secretary, 
Colorado Resources and Development Coun- 
cil; Harvey Willson, Manager of Revenue, 
City and County of Denver; Fred Bennion, 
Executive Secretary, Colorado Public Ex- 
penditure Council; and Paul E. Shorb, At- 
torney, Washington, D. C. Suggestions for 
topics and speakers may be addressed to the 
chairman or any of the members of the 
committee. 


Horert Rates per Day ror 1948 NarionaL Tax CONFERENCE 








Shirley Savoy 





Accommodations Cosmopolitan Brown Palace 
ae ere $4.50-$5.00 $4.50-$8.00 $2.75-$3.85 
EROS TOOM onc cccccvceds 7.50- 8.00 6.50- 9.00 2.75- 3.85 
Twin bed room ............ 7.50- 8.00 7.00-11.00 4.00- 6.00 
Suites: 

re ee 15.00 20.00-28.00 
ON os ancmeres 25.00 30.00-42.00 
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MEMBERSHIPS AND DUES 


FFECTIVE July 1, 1948, three classes 

of membership in the National Tax 
Association will be available. They are: 
junior membership for individuals under 
thirty-five years of age; senior memberships 
for individuals thirty-five years of age and 
over, libraries, corporations, governmental 
agencies, etc.; and sustaining memberships 
for any who wish to contribute to the work 
of the Association more substantially than 


members of other classes. All members 
enjoy the same rights and privileges. 

Annual dues, payment of which entitles 
one to the current volume of the Proceed- 
ings and the National Tax Journal, may be 
paid at the first of any quarter for the en- 
suing twelve-month period. The dues for 
the three classes of membership described 
above are: junior memberships, $5; senior 
memberships, $10; sustaining memberships, 
$100. 


NEW MEMBERS * 


Mr. LyNN F. ANDERSON, Research Asst. 
Bureau of Municipal Research University of Texas 
P.O. Box 2102, University Station, Austin, 
Texas 
Mr. KENNETH P, ARMSTRONG, Chmn. 
Committee on Fiscal Relations & Taxation Fed- 
eration of Citizens Assn, of D. C. 
1840. Shepard St., N. E., Washington 18, D.C. 
Mr. ALLAN F, Ayers, Jr., Attorney 
Hodges, Reavis, Pantaleoni & Downey 
20 Pine Street, New York 5, New York 
Mr. Rosert L. Barnes, c/o A. M. Peisch 
Norwich, Vermont 
Mr. Water D. Betscn, Tax Accountant 
The Ohio Fuel Gas Co. 
99 North Front Street, Columbus 15, Ohio 
Mr. Rosert G. Burke, Attorney 
McGoldrick & Baldwin 
37 Wall Street, New York 5, New York 
Mr. James M. CHaney, Asst. General Counsel 
American Refrigerator Transit Co. 
2003 Missouri Pacific Building, St. Louis 3, 
Missouri 
Mr. E. S. Crark, City Manager 
City Hall, Kalamazoo 9, Michigan 
Mr. Puiwie T. Crark, Asst. Controller of Revenue 
Province of Ontario, Parliament Buildings Toronto 
2, Ontario, Canada 
Coz CoL_ece LrBrary 
Cedar Rapids, Iowa 
CoLorapo PusLic ExPpENDITURE COUNCIL 
535 Cooper Building, Denver 2, Colorado 
Mr. H. A. CotnaM, Provincial Auditor 
Province of Ontario Parliament Buildings, Toronto 
2, Ontario, Canada 





* List compiled as of February 29, 1948. 


Mr, Oxtver O. CROMWELL 
Lybrand, Ross Bros. & Montgomery 
90 Broad Street, New York 4, New York 
Mr. B. C. Davis, Jr., Exec. Secy. 
New York State Chamber of Commerce 
65 Liberty Street, New York 5, New York 
Mr. Leo A. DiamMonp, Attorney 
Leboeuf & Lamb 
15 Broad Street, New York 5, New York 
Mr. Harrotp E, Dorr, Asst. Chief Tax Accountant 
Sinclair Oil Corporation 
630 Fifth Avenue, New York, New York 
Mr. JoHN G. Ducan, Real Estate & Tax Agent 
Terminal R.R. Assn. of St. Louis 
Union Station, St. Louis 3, Missouri 
Mr. Expert E. Extiot, Asst. to Secy. 
Michigan Consolidated Gas Co. 
415 Clifford Street, Detroit, Michigan 
Mr. JoHN W. Fiexp, Fiscal Analyst 
U.S. Bureau of the Budget 
Executive Office Building, Washington 25, D.C. 
Mr. Davip GELLER, Vice President 
The May Company 
Cleveland 14, Ohio 
Hanna Coat & OrE CorPORATION 
Crosby, Minnesota 
Mr. L. O. Hansen, County Tax Assessor 
Fort Lauderdale, Florida 
Mr. Ep Haverstock, 
Air-Way Branches, Inc. 
2101 Auburn Avenue, Toledo 1, Ohio 
Mr. Maynarp T. Hazen, Vice Pres. 
Hartford National Bank & Trust Co, 
Hartford, Connecticut 
Mr. Water G. Herrick, State Representative 
Carson City, Michigan 
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Mr. B. Royat Hickey, Asst. Valuation Engineer 
State Tax Commission 
Jackson, Mississippi 
Mr. Henry N. Hine, Vice President 
H. & S. Pogue Co. 
4th & Race Streets, Cincinnati 1, Ohio 
Mr. JoNATHAN J. HOLLIBAUGH 
6908 Rugby Avenue, Huntington Park, California 
Mr. Water E. JoHNson, Chief, Ad Valorem Tax 
Bureau, Oliver Iron Mining Co. 
Wolvin Building, Duluth, Minnesota 


Mr. Georce E. LENT 
University of North Carolina 
Box 190, Chapel Hill, North Carolina 


Mr. Grover E. Le Vequc, Vice Pres. 
Inter-State Iron Company 
Virginia, Minnesota 


Mr. H. H. Wacker Lewis, Attorney 
The Chesapeake & Potomac Telephone Co. 
725 13th Street, N. W., Washington 5, D. C. 


Mr. G. H. LoNNEMAN, Secy-Treas. 
The Rollman & Sons Co. 
Sth & Vine Streets, Cincinnati 2, Ohio 


Miss RutH E. MemanptT, Manager 
State and Local Government Dept., Los Angeles 
Chamber of Commerce 
1151 South Broadway, Los Angeles 15, 
California 


MICHIGAN STATE Bupcet DEPARTMENT 
204 State Office Building, Lansing 13, Michigan 


Mr. A. R. Moorneap, Asst. Treas. 
First Bank Stock Corp. 
417 First National-Soo Line Bldg., 
Minneapolis 2, Minnesota 


Mr. E. M. NEwatp 
218 W. Colonial Drive, Orlando, Florida 


Mr, Cuarves J. O’CoNNELL, Consulting Engineer 
400 W. Franklin Avenue, Minneapolis 5, Minnesota 


Tue M. O’Nem Company 
226-250 S. Main Street, Akron 8, Ohio 


Mr. Ricuarp P. Owstey, Vice Pres. 
The G. M. McKelvey Co. 
210-226 W. Federal Street, Youngstown 3, Ohio 
PENNSYLVANIA JOINT STATE GOVERNMENT ComM- 
MISSION, Commonwealth of Pennsylvania 
P.O. Box 61, Harrisburg, Pennsylvania 


Mr. CHarves C. Porter, C.P.A. 
Potter, Loucks & Bower 
P.O. Box 3426, Orlando, Florida 


Mr. Lyte B. Purpy, Tax Assistant 
Commonwealth Edison Co. 
72 W. Adams Street, Chicago, Illinois 


Mr. Bernarp S. Ropey, Jr., Assistant Secretary 
Consolidated Edison Co. of N. Y. 
4 Irving Place, New York, New York 
Mr. JoHN G. Saxe, Attorney 
Saxe, Bacon & O’Shea 
102 Maiden Lane, New York 5, New York 
Mr. E. P. ScaLton, Mining Engineer 
Butler Brothers 
137 E. 8th Street, St. Paul, Minnesota 
Mr. Joer L. ScHLEsINGER, President 
Louis Schlesinger Co. 
31 Clinton Street, Newark 2, New Jersey 
THE JoHN SHILLITO Co. 
7th & Race Streets, Cincinnati 2, Ohio 
Mr. BENJAMIN E. SHove, Attorney 
800 Hills Building, Syracuse 2, New York 
Mr, J. W. STEINHAUSER, Treasurer 
The F. & R. Lazarus & Co. 
High & Town Streets, Columbus 15, Ohio 
Mr. W. A. STERLING, Manager Minnesota Mines 
The Cleveland-Cliffs Iron Co. 
Hibbing, Minnesota 
Mr. M. E. STEWART 
Minnesota Valley Natural Gas Co. 
St. Peter, Minnesota 
Mr. Horace E. Strokes, Controller 
The Rike-Kumler Co. 
Second & Main Streets, Dayton 1, Ohio 
Mr. F. C. UNDERWoop, Superintendent 
Dairy Shippers Despatch Co. 
110 N. Franklin Street, Chicago 6, Illinois 
Mr. LoreEN C. VANDERLIP, Tax Economist 
California State Chamber of Commerce 
350 Bush Street, San Francisco 4, California 
Mr. B. VANDERVLIET, Director 
Department Property Taxation 
Illinois Agricultural Assn. 
43 East Ohio Street, Chicago, Illinois 
Dr. CuHester S. Watters, Deputy Provincial Treas- 
urer, Province of Ontario, Parliament Buildings, 
Toronto 2, Ontario, Canada 
Mrs. J. ARTHUR WARNER 
“Twin Elms”, Doubling Road, 
Greenwich, Connecticut 
Mr. J. E. ‘Doc’ Wess 
Webb’s City, 
St. Petersburg 2, Florida 
Mr. ALLAN L. Weston, Director 
Utilities Valuation Division 
State Tax Commission 
500 Cadillac Square Building, 
Detroit 26, Michigan 


Mr. Otro L. Yaucu, Chief Mining Engineer 
Pickands-Mather & Co. 
700 Sellwood Building, Duluth, Minnesota 











